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Southwest Gas Corporation 
Docket No. G-01551A-04-0876 

BEFORE THE ARIZONA CORPORATION COMMISSION 

Prepared Rejoinder Testimony 
of 

RAND1 L. ALDRIDGE 

CNTRODUCT I ON 

a .  
1. 

a .  

4. 

2. 

!I. 

Please state your name and business address. 

My name is Randi L. Aldridge. My business address 

is 5241 Spring Mountain Road, Las Vegas, Nevada 

89150-0002. 

Are you the same Randi L. Aldridge who sponsored 

direct and rebuttal testimony in this proceeding? 

Yes. 

What is the purpose of your prepared rejoinder 

testimony? 

The purpose of my prepared rejoinder testimony is 

to respond to specific aspects of the surrebuttal 

testimonies of James D. Dorf and Dennis R. 

Rogers, witnesses for Arizona Corporation 

Commission Utilities Division Staff (Staff), and 

Marylee Diaz Cortez and Rodney L. Moore, 

witnesses for the Residential Utility Consumer 

Office (RUCO), regarding their recommendations 

and comments concerning operating expenses and 

rate base. 
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Q. 

A. 

Q. 

A.  

My rebuttal and rejoinder testimony may not 

specifically respond to each issue or argument 

brought forth by the respective intervening 

parties in their direct and surrebuttal 

testimony. My silence should not be taken as 

acceptance of any intervening party's position, 

but rather that my previously filed direct and 

rebuttal testimony adequately supports the 

Company's position. 

4 Did you prepare exhibits to support your 

rejoinder testimony? 

4 Yes, I have prepared Rejoinder Testimony Exhibit 

No. - (RLA-1) to support my rejoinder testimony. 

5 Please summarize your rejoinder testimony. 

5 My rejoinder testimony will address the following 

issues: . Labor Annualization: RUCO's recommendation to 

disallow the 2005 wage increase and within- 

grade movement f o r  employees on the Company's 

payroll at the end of the test period 

9 Compensation of 37 Southwest Employees: RUCO' s 

recommendation to eliminate the total com- 

pensation of 37 Southwest employees from the 

cost of service 

Sarbanes-Oxley (SOX) : Staff's proposed dis- 

allowance and RUCO's assertion that test year 
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costs had not been removed from the cost of 

service . Interest on Customer Deposits: Staff removal of 
the Company's entire adjustment 

9 Miscellaneous Expenses: RUCO's conclusion that 

the majority of these costs should not be 

recovered from customers 

AGA Dues: RUCO's conclusion that the public 

affairs and communications group within AGA 

support shareholders' interests and encourage 

greater gas sales . Completed Construction Not Classified (CCNC) : 

RUCO's conclusion that an adjustment for CCNC 

projects not placed in service during the test 

period should not be allowed 

LABOR ANNUALIZATION 

Q. 

A. 

Q. 

6 Did Staff change its position regarding the 

Company's adjustment to post-test year wage 

increases in its surrebuttal testimony? 

6 Yes. Staff now accepts both the general wage 

increase and the within-grade movement portions 

of the Company's post-test period wage 

adjustment, as both are now known and measurable 

and are very close to the amounts the Company 

estimated in its filing. 

7 In its surrebuttal testimony, RUCO stated that 

the Company did not request post-test year 
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A. 

Q. 

treatment of any other rate base, expense, and 

revenue items other than the post-test year wage 

increases. Is this true? 

7 No. In addition to the post-test year wage 

increases, the Company requested post-test year 

treatment for the following items: 

~Sarbanes-Oxley audit fees 

@Transmission Integrity Management Program 

@Intangible Plant 

Service Investigation Program Amortization 

Furthermore, in rebuttal testimony, the 

Company agreed with RUCO that it is appropriate 

to incorporate a post-test year property tax 

assessment ratio change in the cost of service. 

Staff concurred with the Company and RUCO in its 

surrebuttal testimony. The Company, Staff, and 

RUCO agree that the ratio should be reduced to 

the ratio that will be effective on January 1, 

2006, from 25 percent to 24.5 percent. 

The Commission has historically accepted 

post-test year changes such as those listed 

above, if the change is more reflective of the 

costs to serve test year customers when rates 

from the general rate case proceeding go into 

effect. 

8 Did RUCO object to the Company's post-test year 

treatment of those items? 
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1. 

2. 

4. 

RUCO accepted the Company's other post-test year 

adjustments (except for a $500,000 intangible 

plant project, which the Company agreed should be 

removed). 

Would the Commission's acceptance of the 

Company's post-test year wage increases create 

biased rates or result in double-counting, as 

RUCO asserts in its surrebuttal testimony? 

No. The Company did not update a l l  changes in its 

labor expenses in this adjustment. It only 

updated the wages for those employees on the 

payroll at the end of the test period at August 

31, 2004, to approximate the salaries of those 

employees serving test period customers at the 

time rates from this proceeding are expected to 

go into effect. Thus, the matching between rate 

base, revenues, and expenses to serve test year 

customers is maintained. 

COMPENSATION OF 37 SOUTHWEST EMPLOYEES 

Q. 10 In Southwest's Data Request No. 3.1 to RUCO, Mr. 

Moore was asked the following: 

"On lines 7-8 on page 15 of the direct 

Testimony of Mr. Rodney L. Moore, he 

identifies 37 employees who he states "fill 

positions whose primary responsibilities 

include the marketing of gas and gas 

products." Please explain how Mr. Moore 
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A .  

2. 

A. 

arrived a t  h i s  conclusion and the re su l t i ng  

recommended disallowance. '' 

What was RUCO's response? 

RUCO responded with the following: 10 

"The Company's response t o  RUCO's D a t a  

Request 2.13 explains  the "Sales  Incent ive  

Plan", which provides the basis f o r  my 

disallowance. The actual a m o u n t  of the 

disallowance was calculated f r o m  the 

Company's response t o  RUCO's D a t a  Request 

2 . 0 8 . "  (Emphasis added.) 

11 The Company stated in its rebuttal testimony that 

'it appears RUCO relied solely on the Sales 

Incentive plan (SIP) document, which was 

provided in response to a data request 

requesting information about the Company's 

incentive programs, to justify its 

adjustment." (Aldridge Rebuttal, Page 8, Lines 

8-11). 

What was RUCO's response in its surrebuttal 

testimony? 

11 RUCO states in its surrebuttal testimony that the 

claim is not true (Moore, Page 13, Line 5). This 

is in direct contradiction to its response to 

Southwest Data Request No. 3.1. RUCO goes on to 

state that \\in an effort to reduce costs and 

conserve manpower RUCO relied on the Company's 

Form No. 155.0 (034001) Word 
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2 .  

A. 

a .  

A. 

12 

12 

13 

13 

response to RUCO data requests regarding the SIP 

that were received in two previous rate cases 

filed in 1996 and 2000." (Moore, Page 13, Lines 

5 - 9 ) .  

Does RUCO's reliance on data requests regarding 

the SIP from rate cases filed during or before 

2000 have any bearing on the costs the Company is 

requesting recovery for in this rate case? 

No. The Company substantially revised the SIP in 

2003. Therefore, any data responses regarding the 

SIP prior to this rate case are obsolete and not 

relevant to this proceeding. 

RUCO dedicated about two and one half pages of 

its surrebuttal testimony to listing partial job 

descriptions from previous rate cases for the 

positions it proposed to disallow. Can these old 

descriptions be relied upon in this case to 

support the disallowance RUCO is proposing? 

No. RUCO has relied upon old information that is 

n o t  relevant to this proceeding. RUCO didn't even 

know specifically which job titles it proposed to 

disallow until the Company listed the positions 

in its rebuttal testimony (Palacios, Page 3, 

Lines 11-14). Note that RUCO's list of the 

positions it recommends to exclude in its 

surrebuttal testimony (Moore, Page 13, Lines 12- 

15) does not entirely match the list the Company 
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Q. 14 

A. 14 

provided. Company witness Christina A. Palacios 

gave a comprehensive overview of the present 

responsibilities and functions of these positions 

in her rebuttal testimony. Her overview is 

current and emphasizes the necessity of these 

positions, and is the information that is 

relevant to this proceeding. 

RUCO quoted the Commission's rationale in 

disallowing certain promotional expenses in 

Decision No. 57075 to validate its position. How 

has the Company' s operating environment changed 

since 1990 when the Commission issued Decision 

No. 57075? 

During the mid-1980s and into the early 199Os, 

after the Company acquired the gas properties of 

Arizona Public Service in 1984, it was struggling 

to grow its customer base as a result of an 

extended moratorium on new customers prior to the 

acquisition. As noted in Exhibit No.- (RAM-1) , 
Sheet 4 of Robert A. Mashas' direct testimony, 

between 1987 and 1994 the Company added less than 

7,700 residential customers in its Phoenix 

district. At that time, the Company felt it was 

necessary to spend a large amount on promotional 

advertising and commit manpower to promotional 

activities in order to establish itself in the 

marketplace in Arizona. However, since 1999 and 
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26 

through the end of the test period in this case 

(August 2 0 0 4 ) ,  the Company has added over 91,000 

residential customers, or over 1,600 per month on 

average, in its Phoenix district alone. 

Due to this rapid growth, the primary 

function for these 37 employees is to establish 

service for the continuous influx of new 

customers, who come to the Company requesting gas 

service, in an efficient and effective manner. 

The Commission has not disallowed a single 

dollar of the Company‘s marketing or sales labor 

since 1990 (Decision 57075). To the contrary, in 

the latest rate case decision dated October 30, 

2001, Decision No. 64172, the Commission 

recognized the importance that the Company’ s 

sales departments have in serving customers. The 

Company needs these 37 employees to continue to 

provide necessary services to customers and their 

compensation should remain in Southwest’s cost of 

service. 

SARBANES-OXLEY (SOX) 

Q .  15 Staff in its surrebuttal testimony states it 

continues to support its recommendation to reduce 

the Company’s proposed SOX cost recovery for two 

reasons. The first reason was that it believed 25 

percent to be non-recurring. Please comment on 

this first reason. 
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A. 15 Staff appears to base its opinion that future SOX 

costs will be less than $915,000 based on 

published articles. Staff witness James D. Dorf, 

in his surrebuttal Exhibit 1, attached a page 

from a white paper dated July 2004. This Exhibit 

listed seven ways to reduce SOX costs going 

forward. Staff also points out this white paper 

states that using a compliance software alone can 

save a minimum of 30 percent of the initial cost 

of complying with SOX. 

Regarding compliance software, the Company's 

Accounting department has indicated that its 

initial cost would likely be in excess of 

$200,000. The Company is currently considering 

the purchase of such software. However, at this 

time compliance software for SOX is not being 

requested in the cost of service because it is 

not known and measurable. 

Further, this article is over a year old, 

which is arguably outdated in the ever-evolving 

Sarbanes-Oxley environment. In mid-2004, the 

Company believed its SOX audit fees would be 

approximately $450,000. In reality, the actual 

cost was more than double what the Company 

anticipated at that time. SOX compliance is an 

ongoing process and there is no guarantee that 

the seven recommendations Staff refers to will 
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2. 

9. 

result in reduced costs going forward. There are 

still many uncertainties regarding SOX compliance 

that may offset these "savings". As such, Staff's 

requested disallowance is not proper. 

16 Please comment on Staff's second reason for 

reducing the Company's proposed SOX cost 

recovery. 

16 Staff continues to recommend that the Company be 

denied the opportunity to recover 100 percent of 

its reasonable business expenses. Other than its 

opinion that 25 percent of the SOX audit fees are 

non-recurring going forward, Staff did not have 

an issue with the reasonableness of the audit 

fees. It is never appropriate to disallow costs 

when the evidence is uncontradicted that the 

costs are reasonable. If this is allowed, the 

Company would be deprived of the opportunity to 

earn its authorized rate of return. Shareholders 

do not receive any benefit from the disallowance 

of reasonable costs the Company must incur to 

comply with a federal mandate. Furthermore, the 

motivation of Congress in approving SOX 

legislation is irrelevant - the Company must 

comply with SOX whether any benefits are realized 

from the additional costs or not. Both the 

Company' s proposed regulatory amortization of SOX 
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Q. 

A. 

~ 

17 

17 

implementation costs and 100 percent of the audit 

fees should be allowed in rates. 

Can you provide clarification to your rebuttal 

testimony that further shows that the Company did 

not double count any SOX expenses in its pro 

forma adjustment, as alleged by RUCO? 

Yes. Please refer to my Rebuttal Exhibit 

No. - (RLA-2). All references herein refer to 

this exhibit. 

I removed the test year invoices totaling 

$61,990 (see Page 2, Lines 1-5 for the detail) 

from my adjustment calculated on Page 1. The 

$61,990 carries forward to Page 1, Lines 1 and 2. 

On Line 4, "Test Year Costs to Reclassify", 

$61,990 is removed. Next , the Modified 

Massachusetts Formula and the 4-Factor Allocation 

are applied to the $61,990, which leaves $34,164 

allocable to Arizona. This $34,164 is carried 

down the schedule to Line 23, where it is netted 

against the incremental audit fees allocated to 

Arizona on Line 22, which results in a net 

adjustment to A&G expense of $458,530. Had I 

failed to remove the test year expenses from the 

incremental audit fees allocated to Arizona as 

Ms. Diaz Cortez alleges, the adjustment to A&G 

expense would have been $492,693 and not 

$458,530. My Rebuttal Exhibit No. - (RLA-2) 
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clearly demonstrates that the Company properly 

reclassified the amount allocated to Arizona of 

$34,164 from A&G expense to regulatory 

amortization expense. 

INTEREST ON CUSTOMER DEPOSITS 

a .  

4.  

18 Please comment on Staff's surrebuttal testimony 

regarding interest on Customer Deposits. 

18 The normalized customer deposit balance in rate 

base has not been disputed by Staff. Therefore, 

as I noted on my Rebuttal Exhibit No. - (RLA-4), 

an increase in the customer deposit rate from 

three percent to six percent doubles the 

requested expense for customer deposits from 

$717,364 to $1,434,728. The recorded test year 

expense for interest on customer deposits was 

$1,404,209. As such, the pro forma adjustment is 

$30,519 ($1,434,728 - $1,404,209 = $30,519), not 

a complete removal of the pro forma adjustment 

recommended by Staff in its surrebuttal 

testimony. 

MISCELLANEOUS EXPENSES 

Q .  

A. 

19 

1 9  

In its surrebuttal testimony, RUCO claims the 

Company's opposition to RUCO's adjustment is 

contrary to the Company's own adjustment to 

miscellaneous expenses. Is this true? 

No. Contrary to RUCO's assertions, I performed a 

line-by-line review of all of the transactions 
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Q .  

A. 

Q .  

A. 

20 

20 

21 

21 

that RUCO identified in its adjustment, with the 

exception of certain vendors the Company uses 

regularly for beverage and bottled water service. 

I removed all transactions that met the criteria 

of the Company's original miscellaneous 

adjustment and noted the amount in my rebuttal 

testimony, and determined that the remaining 

transactions should indeed remain in the cost of 

service. 

What is the amount that the Company agreed to 

remove? 

RUCO stated in its surrebuttal that in RUCO Data 

Request No. 11-01, the Company agreed to remove 

$33,181. However, this amount is superseded by 

the amount in my rebuttal testimony in Rebuttal 

Exhibit No. - (RLA-5), which includes additional 

transactions RUCO identified subsequent to RUCO 

Data Request No. 11-01, bringing the total amount 

to $62,165. 

Please respond to RUCO' s contention that certain 

categories of expenses should not be the 

financial burden of ratepayers. 

Contrary to RUCO's assertions, during my line-by- 

line review of the expense transactions, I 

removed all items I found in the following 

categories: liquor, charitable/community service/ 

club donations, sports events, club memberships, 
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2 .  

A.  

Q. 

~ 

22 

22  

23 

and barbeques and accessories. As such, the items 

RUCO identified in these categories are part of 

the $62,165 adjustment I already removed as part 

of my rebuttal testimony. 

Please comment on the Company's position on the 

following categories: smoothies, bagels, donuts, 

subs, etc. 

In my direct testimony at Page 23, Line 21, I 

stated that the Company removed various meals. 

These meals included those for employee 

appreciation and charitable events - certainly 

not ALL meals. The remaining meals have a 

necessary business purpose and should be allowed 

in rates. For example, the Company requires some 

of its employees to attend meetings at various 

times at its convenience, which may occur outside 

of regular business hours or during the lunch 

hour. If the Company chooses to provide a working 

meal, that is a reasonable business expense. 

These meals are not the type of expenses the 

Commission has disallowed in the past. 

RUCO has revised its adjustment to miscellaneous 

expense by making a unilateral adjustment of 20 

percent (or $69,260) from its direct testimony 

position. What is the Company's opinion on this 

recommendation? 
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A. 2 3  

AGA DUES 

Q. 

A. 

2 4  

24  

RUCO maintains its 40 pages of workpapers 

adequately substantiate its adjustment. However, 

RUCO's work papers have nothing more than an 

invoice number, vendor name, and dollar amount. 

This level of detail was not even enough for - the 

Company to determine whether a transaction should 

remain in the cost of service. I had to pull 

invoices and examine back-up documentation, and 

in many cases call or e-mail the originators of 

these transactions, so I could determine whether 

to continue to request recovery for these 

transactions. RUCO has simply presented 

insufficient evidence to support their proposed 

disallowance and the Commission should accept the 

Company's rebuttal adjustment to reduce operating 

expenses by $62,165, and reject the remainder of 

RUCO's adjustment. 

What evidence has been presented to support 

RUCO's assertion that the AGA's public affairs 

and communications activities support shareholder 

interests and encourage greater gas sales? 

RUCO did not present any specific analysis of the 

material provided in response to RUCO Data 

Request No. 14.2 that would reasonably lead to a 

conclusion that the activities of the public 

affairs and communication groups, other than the 
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percentage already removed by the Company for 

lobbying, should be disallowed. I refer to my 

Rebuttal Exhibit No. - (RLA-3), which is a page 

from the response to RUCO Data Request No. 14.2 

which details the activities of the public 

affairs group. To further support the Company's 

position that the portion of AGA dues related to 

these groups should be recovered in rates, I have 

attached Rejoinder Exhibit No. (RLA-1) which 

defines the AGA' s functional cost centers, 

including communications and public affairs. 

COMPLETED CONSTRUCTION NOT CLASSIFIED (CCNC) 

2 .  2 5  

A. 25 

Please respond to RUCO's claims that the Company 

is inconsistent with regard to its position on 

treating plant as CCNC only when it is confirmed 

that the plant related to a particular work order 

was placed in service at the end of the test year 

or shortly thereafter. 

It appears RUCO has taken a portion of my direct 

testimony out of context. In my direct testimony 

in reference to the Arizona direct portion of 

non-revenue producing gas plant included in the 

CCNC adjustment, I indicated that: "...the actual 

closing to GPIS w a s  made after the end of the 

test year, largely due to delays in the field in 

entering the required information into the 

Company's computer systems." (Aldridge, Page 11, 
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Q. 

A. 

Lines 19-22). However, in reference to the 

Company's system allocable miscellaneous 

intangible plant, I indicated that: "It is proper 

to add to rate base the estimated plant in 

service and to add the related amortization 

expense for those projects in CWIP that are 

estimated to be closed to plant prior to December 

31, 2004." (Aldridge Page 13, Lines 8-12). 

Apparently RUCO did not realize this statement 

related to system allocable miscellaneous 

intangible plant only. This statement related to 

intangible plant and does not apply to the 

Arizona direct gas plant portion of the CCNC 

adjustment that RUCO is disputing. 

26 Do you agree with RUCO's assertion that the 

Company should have requested post-test year 

plant instead of a CCNC adjustment? 

26 No. Despite two rounds of testimony and numerous 

data requests related to this issue, it appears 

that RUCO still does not fully understand that 

the direct gas plant portion of the CCNC 

adjustment is plant that was serving test year 

customers at the end of the test year. This 

adjustment was made simply to match test year 

plant with test year customers. The amount the 

Company is requesting was not physically placed 

in service after the end of the test period. - It 

-1 8- 
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Q. 

A. 

is not post-test year plant. By proposing that a 

portion of the CCNC adjustment be disallowed, 

RUCO is recommending a mismatching of ratemaking 

elements. 

27 Does this conclude your prepared rejoinder 

testimony? 

27 Yes, it does. 
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Definitions of Functional Cost Centers 
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DESCRIPTION 

Rejoinder Testimony 
Exhibit No.-(RLA-l) 

03 Communications develops informational materials for member companies and 
consumers and coordinates all media activity. 

Public Affairs provides members with information on legislative developments; 
prepares testimony, comments, and filings regarding legislative activities; lobbies 
on behalf of the industry. 

12 

05 

06 

09 

08 

14 

07 

01 

10 

Finance & Administration develops and implements programs in such areas as 
accounting, human resources and risk management for member companies. 

General Counsel & Corporate Secretary provides legal counsel to the Association. 

Corporate Affairs provides opportunities for interaction between member 
companies and the financial community. The focus is to promote interest in the 
investment opportunities in the industry. 

Remlatorv Affairs provides members with information on FERC and state 
regulatory developments; prepares testimony, comments, and filings regarding 
regulatory activities. 

Market Development assists members in their efforts to encourage the most 
efficient utilization of gas energy by exchanging information about marketing 
trends, conducting utilization efficiency programs and exploring market 
opportunities. 

Operating & Engineering develops and implements programs and practices to meet 
the operational, safety and engineering needs of the industry. 

Policy & Analysis identifies the need for and conducts energy analyses and 
modeling efforts in the areas of gas supply and demand, economics and the 
environment. 

General & Administrative includes: 

Office of the President provides senior management guidance for all A.G.A. 
activities. 

Human Resources develops and administers employee programs and 
provides general office and personnel services. 
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Docket No. G-01551A-04- - 

BEFORE THE ARIZONA CORPORATION COMMISSION 

Prepared Direct Testimony 
of 

ROBERT A. MASHAS 

2. 

2 .  

2 .  

4 .  

2 .  

4 .  

Please state your name and business address. 

My name is Robert A. Mashas. My business address is 

5241 Spring Mountain Road, Las Vegas, Nevada 89150-0002. 

By whom are you employed and in what capacity? 

I am employed by Southwest Gas Corporation (Southwest or 

the Company) as the Director/Revenue Requirements. 

Please state your educational background and business 

experience. 

I graduated from Wilkes College in Wilkes-Barre, 

Pennsylvania with a Bachelor of Science degree in 

Management, with an Economics concentration. I received a 

Master of Business Administration degree from 

Shippensburg State College in Shippensburg, Pennsylvania. 

I am a member of the American Institute of Certified 

Public Accountants. 

After graduation in 1977, I was employed by 

Marriott Corporation at its headquarters in Bethesda, 

Maryland. As a staff accountant, I worked in the Foreign 

Tax Department. 

During 1978, I accepted a position with the Federal 

Energy Regulatory Commission (FERC). At the FERC, I 
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worked in the Office of the Chief Accountant, Division of 

Audits. My responsibilities included conducting audits of 

natural gas transmission, electric and oil pipeline 

companies for compliance with the Uniform System of 

Accounts, rate orders, and decisions of the FERC. 

In July 1983, I joined the Public Service 

Commission of Nevada (PSCN, now known as the Public 

Utilities Commission of Nevada or PUCN). As a senior 

auditor, my duties included the  examination of the books 

and records of gas, electric, water, telephone and cable 

television utilities, as well as testifying as an expert 

witness. During my tenure at the PUCN, I participated in 

the general rate proceedings of water and natural gas 

companies, deferred energy, and purchased gas adjustment 

(PGA) filings, general order proceedings, and numerous 

special projects. 

In July 1984, I joined the Rate Department of 

Southwest as a Cost Analyst. In 1985, I was promoted to 

Manager/Revenue Requirements. My duties included the 

review of cost data for the purpose of developing rates 

and charges, as well as helping to determine the 

Company’s current and future cost of service for each of 

the Company’s rate making areas. 

In 1992, I was promoted to Director, Revenue 

Requirements and Resource Planning, where I undertook 

additional duties of developing least cost resource plans 

that integrate supply, facility and demand side resource 
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A .  
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options into a comprehensive resource plan. 

In 1998, the regulatory requirements for resource 

plan filings were substantially reduced and my 

responsibilities were changed to focus primarily on 

revenue requirements. 

Have you previously testified before any regulatory 

commission? 

Yes. I have previously testified before the Arizona 

Corporation Commission (Commission), the PUCN, the 

California Public Utilities Commission and the FERC. 

What is the purpose of your prepared direct testimony in 

this proceeding? 

My testimony is comprised of six parts. The first part of 

my testimony provides a broad overview of the test year, 

adjustments to the test year data and the resulting 

deficiency. The second part addresses the m a j o r  reasons 

and underlying causes for the deficiency. The third part 

addresses the impact of the Company's inability to earn 

its authorized rate of return (ROR) in Arizona. The 

fourth part discusses the proposed adjustments to the 

test year that I am supporting. The fifth part discusses 

the Company's line extension policy and the related 

practices. The discussion of the line extension policy is 

a compliance item resulting from the Commission's 

decision in the Company's last general rate case. The 

sixth part discusses the Company's position on continuing 

pipe replacement write-offs since the last general rate 
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case, and its proposed changes to the write-off 

percentages that were set forth in the Settlement 

Agreement in Docket No. U-1551-93-272. 

BROAD OVERVIEW 

2 .  

R. 

Q. 

A. 

Q. 

A. 

6 

6 

7 

7 

What is the test year f o r  this rate application? 

The test year is the 12-month-period ended August 31, 

2004. The test year results have been adjusted to 

normalize and annualize the effects of known and 

measurable changes that occurred through August 31, 2004. 

In addition, Southwest has proposed certain adjustments 

related to events that will take place or be in effect 

after the end of the test year, but prior to the date new 

rates will go into effect. 

When was Southwest’s last general rate case application 

for its Arizona rate jurisdiction? 

Southwest‘s most recent Arizona general rate case was 

filed on May 5, 2000, approximately 4 1/2 years ago. The 

test year in that proceeding was based on the 12 months 

ended December 31, 1999. That rate case was fully 

litigated resulting in a Commission decision granting an 

increase in rates of approximately $21.6 million 

effective November 1, 2001. 

8 What is Southwest’s margin deficiency in its Arizona 

operations? 

8 Schedule A-1, Sheet 1, Column (d) reflects that the 

adjusted margin amount of approximately $322.9 million at 

present rates yields an overall rate of return (ROR) of 
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4.78 percent. Southwest is proposing that a rate of 

return of 9 .40  percent be granted by the Commission in 

this proceeding. A margin increase in the amount of 

approximately $70.8 million is required in order to 

achieve the requested ROR. 

Your references to the deficiency are characterized as 

amounts of margin. What is meant by the term margin? 

The term margin refers to the amount of revenues 

Southwest receives through rates that are net of the cost 

of gas. Because there is a separate purchase gas 

adjustment (PGA) mechanism to ensure that Southwest's 

customers pay the actual cost incurred by Southwest to 

purchase natural gas (i.e. Southwest earns no profit on 

the natural gas itself) , revenues associated with the 

collection of the gas costs are excluded from the general 

rate case. 

Please indicate the Company witnesses that are supporting 

the proposed adjustments to the recorded test year 

amounts . 
There are 21 adjustments to the test year data. They are 

listed on Schedule C-2, Sheets 1 through 3 .  Company 

witness A. Brooks Congdon supports Adjustment Nos. 1 and 

2, Company witness Randi L. Aldridge, supports Adjustment 

Nos. 3 through 9, and 13 through 20. I am supporting 

Adjustment No. 10 "self insurance", Adjustment No. 11 

"pipe replacement, leak survey and repair,', Adjustment 

No. 12 "transmission integrity management program" 
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Q. 11 

A. 11 

Q. 12 

A. 12 

(TRIMP), and Adjustment No. 21 "light rail". 

You indicated earlier in your testimony that Southwest is 

proposing certain adjustments related to events that have 

occurred or will occur after August 31, 2004. Please 

identify these adjustments. 

There are six adjustments that fall into this category. 

They are: 1) wage increase and within-grade movement; 

2) completed construction not classified (CCNC); 3 )  new 

and expired software amortizations expected to occur by 

December 31, 2004; 4) audit fees resulting from Sarbanes- 

Oxley Section 404 compliance (Section 404 Compliance); 

5 )  removal of the service investigation charge (SIP) 

amortization; 6) and TRIMP expense. 

Why has Southwest included these adjustments in this 

general rate case? 

Consistent with prior Arizona rate cases filed by 

Southwest, when events are known or reasonably certain to 

occur and are measurable prior to hearing, the Commission 

has allowed adjustments similar to the six adjustments 

that are proposed herein. With these proposed adjustments 

the test year more accurately reflects the level of 

expenses Southwest will be incurring when the rates in 

this proceeding are in effect. 

The adjustments for CCNC, the post-test year wage 

increase and within-grade movement have been previously 

accepted by the Commission. An adjustment to remove 

post-test year software amortizations, expiring shortly 
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after the test year, was accepted by the Commission in 

the Company‘s last general rate case. In the Company’s 

1996 rate case, the Commission authorized the deferral 

and subsequent amortization of the dig and inspect cost 

associated with the SIP. This amortization is due to 

expire prior to the expected effective date of rates in 

The Company has removed the SIP 

its adjusted test year results ended 

this proceeding. 

amortization from 

August 31, 2004. 

In addition, 

year adjustments 

the Company is proposing post-test 

or Section 404 Compliance and TRIMP. 

These qdjustments include: 1) deferral of amounts through 

the effective date of rates in this proceeding; 2) an 

amortization of deferred amounts; and 3) a pro forma 

adjustment to reflect a level of on going costs related 

to these two programs. 

Ms. Aldridge provides additional detail in her 

testimony related to the post-test year wage increase and 

within-grade adjustment, CCNC, post-test year software 

amortizations, Section 404 Compliance and SIP. I discuss 

TRIMP in more detail later in my testimony. 

MAJOR REASONS AND UNDERLYING CAUSES FOR THE DEFICIENCY 

Q. 13 Please identify the major reasons and underlying causes 

for Southwest‘s revenue deficiency in Arizona. 

A. 13 There are four major reasons and underlying causes for 

Southwest’s present revenue deficiency: 1) decline in 

average residential usage per customer; 2) increases in 
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operation and maintenance (O&M) expense; 3 )  the Company's 

proposal for an increase in the cost of capital above the 

levels previously authorized by the Commission; and 

4) injuries and damages expense. 

What is the impact of the decline in average residential 

usage per customer on the margin deficiency in this rate 

case? 

In his prepared direct testimony, Company witness James 

L. Cattanach discusses the historical decline in average 

residential usage per customer. As a result of the 

decline in average residential usage per customer since 

Southwest's last general rate case, margin at present 

rates is $15.2 million lower. Accordingly, the decline in 

average residential usage per customer is $15.2 million 

of the total deficiency. 

What is the impact of the increases in O&M expense since 

the last general rate case? 

The O M  expense requested in this general rate case is 

approximately $24 million higher than authorized in the 

previous general rate case. The $24 million can be 

grouped into four categories: 1) base wage increases and 

within-grade movement(2001 - 2005); 2) benefit expenses 

related to higher wages; 3 )  increases in the cost of 

certain benefits; and 4) increases in expense, other than 

labor and benefits, due to inflation, federal and local 

safety guidelines, customer billing expense and 

uncollectibles. 
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I. 16 

Q. 17 

A. 17 

Please discuss the increase in O&M expense due to 

increased wages and within-grade movement in more detail. 

Direct labor is approximately $7.7 million greater than 

the amount authorized in the last general rate case. The 

Commission approved the post test-year wage increase that 

became effective in June 2000. The Company has increased 

base wages in each year since the last general rate case. 

The Company has included an adjustment for the 2005 wage 

increase as part of its annualization of labor. Base 

wages have increased by 18 percent, or approximately 

3 . 6  percent per year, since 2000. Included in this 

average is the cost associated with movement within-grade 

for the Company’s hourly workers. 

Please discuss the impact of increased cost of benefits 

on O&M expense? 

The benefits recorded in O&M expense are approximately 

$6.9 million higher than the level authorized in the last 

general rate case. In the last general rate case, the 

cost of benefits equaled 44.7 percent of direct labor. In 

this general rate case, the cost of benefits equals 

51.5 percent. The increase in the benefits ratio is 

primarily the result of the increased cost of pension, 

medical and dental expense. If the 44.7 percent ratio was 

applied to direct labor in this general rate case, the 

cost of benefits would have increased by approximately 

$3.5 million. Therefore, the remaining $3.4 million 

increase is primarily attributable to the increase in 

Form No. 755.0 (03/2001) Word -9- 



2 

I 3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

2. la 
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Q. 19 

pension, medical and dental expense. M s .  Aldridge 

supports the Company's labor and benefits adjustment and 

describes in more detail the components of labor-related 

loadings including benefits. 

Please discuss the increased 0 & M  expense related to costs 

other than labor and benefits. 

The increased O&M expense related to costs other than 

labor and benefits are approximately $9.5 million 

(34 percent higher than previously authorized). Of the 

$9.5 million increase, $2.0 million is related to the 

Blue Stake gas line location portion of the program and 

another $2.0 million is for the Company's pro forma 

adjustment for TRIMP. The increase in Blue Stake expense 

is due to the significant number of requests for the 

Company to locate its facilities as part of the "Call 

Before You Dig" program. The significant increase in 

requests to locate facilities began in 2002. The cost of 

TRIMP is the result of complying with a nationwide, 

federally-mandated safety program. I discuss TRIMP in 

more detail later in my testimony. 

Another $1.0 million of the increase is for customer 

billing expense, which includes postage and envelopes. 

Approximately $0.8 million was for increased uncollectible 

accounts expense. The remaining $3.7 million is the result 

of inflation and other miscellaneous cost increases. 

What is the dollar impact on the deficiency related to 

the Company's request for a higher level of, and a higher 
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Q. 20 

A.  20 

return on, common equity? 

Company witness Theodore K. Wood presents testimony 

supporting a 42 percent level of common equity for the 

Company's capital structure, which is two percentage 

points greater than the 40 percent level authorized by 

the Commission in the last general rate case. Company 

witness Frank J. Hanley presents testimony supporting an 

11.95 percent return on common equity, which is higher 

than the 11-00 percent return on equity authorized by the  

Commission in the Company's last general rate case. The 

combination of these two changes increase the Company's 

deficiency by approximately $8.1 million over the level 

authorized by the Commission in the Company's last 

general rate case. 

What impact has the cost of injuries and damages had on 

the deficiency? 

The Company is proposing a level of injuries and damages 

expense that is approximately $5.9 million higher than 

the level approved in the Company's last general rate 

case. The increase is primarily due to a significant 

increase in liability insurance premiums and the 

Company's provision for self-insurance. I discuss the 

increase in injuries and damages expense in more detail 

later in my testimony. 

SOUTHWEST'S INABILITY TO EARN ITS AUTHORIZED RATE OF RETURN 

Q. 21 In his prepared direct testimony, Company Witness Jeffrey 

W. Shaw references your testimony in terms of the 
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2.  22 

4. 22 

2.  23 

A. 23 

Q. 24 

A 24 

Q. 25 

A. 25 

Company's chronic under-earnings. Did you prepare an 

exhibit that shows this impact? 

Yes, Exhibit No. (RAM-1) provides graphic evidence of 

Southwest's earnings shortfall. 

Please describe this exhibit. 

Exhibit No. (RAM-1) was prepared to show, in graphic 

form, a comparison of the actual ROR that Southwest 

earned versus the ROR that was authorized by the 

Commission since Southwest's 1992 general rate case. 

What does Exhibit NO.-(RAM-l) show? 

Exhibit No. (RAM-1) shows that, with the exception of 

1998, Southwest has been unable to earn its authorized 

ROR for the period 1994 to the present. In 1998, Arizona 

residential average usage was favorably impacted by an 

unusual weather phenomenon that resulted in the winter 

weather being 28 percent colder than normal. 

Have you quantified the difference and, if so, what is 

its significance? 

Yes. The schedules that follow the graphs show that over 

this approximate 11-year period, Southwest's earnings 

shortfall in Arizona totals approximately $145.6 million. 

Clearly, if Southwest had been able to earn its 

authorized ROR over this period of time, its equity ratio 

would be greatly improved over where it is today. 

What does the diagonal pattern bar on Exhibit 

No. (RAM-1) Sheet 1, show? 

A s  discussed by Company Witness Edward B. Gieseking in 
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2. 26 

A. 26 

his prepared direct testimony, Southwest is proposing 

that the Conservation Margin Tracker (CMT) be approved by 

the Commission in this proceeding. The diagonal pattern 

bar shows what Southwest's earned ROR would have been if 

the CMT provision had been in effect since 1 9 9 4 .  Based on 

this analysis, Southwest would still not have earned its 

authorized ROR, however, Southwest's earned ROR would 

have been measurably improved. 

During the period 1992 through the present, what has been 

the impact of regulatory lag on Southwest? 

Although the rate relief authorized during this period 

was much needed and beneficial, the time that elapsed 

from the end of the respective test years until the 

effective date of new rates reflected periods when the 

Company's rates remained deficient, and this had a 

significant impact on the Company's results of operations 

and retained earnings. Exhibit No.-(RAM-2) shows that 

Southwest was granted rate relief five times for a total 

of approximately $72 .8  million from 1992 through 2001.  

The time between the end of the test periods and the 

effective date of new rates ranged from 1 2  to 22 months. 

This resulted in a pre-tax regulatory lag of 

approximately $101 mi 11 ion, which Southwest's 

shareholders absorbed. The after-tax impact on the 

Company was approximately $60.6 million. 

Exhibit N o  .- (RAM-2) also shows the estimated 

regulatory lag for this proceeding. Assuming a 17-month 
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Q. 27 

A. 27 

lag (the average of the previous five general rate cases) 

and that the requested amount is approved by the 

Commission in its entirety, the regulatory lag is 

projected to be approximately $101.6 million on a pre-tax 

basis and $60.4 million on an after-tax basis. Even if 

the regulatory lag was 12 months (shortest of the five 

previous rate cases) the pre-tax and after-tax regulatory 

lag would be approximately $71.0 million and 

$42.6 million, respectively. 

Has Southwest made any proposals in this proceeding to 

address and/or reduce the impact on the Company's 

operating results as a consequence of regulatory lag and 

declining average usage? 

Yes. Company witnesses Mr. Wood and Mr. Hanley address 

the shareholder cost of regulatory lag and the risk of 

declining residential usage in their cost of capital 

proposals. Mr. Gieseking supports the Company's proposal 

for the CMT which addresses declining average usage. In 

addition to certain other adjustments sponsored by 

Ms. .Aldridge, two of the adjustments that I am 

supporting, "self -insurance" and "TRIMP" have the effect 

of reducing the impact of regulatory lag. 

RATE CASE ADJUSTMENTS 

Q. 2 8  Please describe the types of charges included in Account 

925, Injuries and Damages. 

A. 28 Injuries and damages include four types of charges: 

1) insurance premiums; 2) reserve for the self-insured 

Form No. 155.0 (03/2001) Word -14- 



2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

a 14 
15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

A 30 

2. 29 

4. 29 

2.  30 

Q. 31 

A. 31 

Q .  32 

A. 32 

portion of a liability claim; 3) legal and other related 

expenses necessary to defend and process claims; and 

4) worker compensation claims. 

Please explain Adjustment No. 10, injuries and damages. 

Adjustment No. 10 annualizes insurance premiums and 

normalizes the self-insured components of Account 925. 

Please explain the insurance premium annualization 

component of Adjustment No. 10. 

The insurance premium component of Adjustment No. 10, 

adjusts the  liability insurance amounts amortized to 

Account 925 during the test year to the annual premiums 

paid and in effect at the end of the test year. Insurance 

premiums are paid annually, recorded on the books as a 

prepaid asset, and amortized monthly to Account 925. 

Since policies are renewed at various months throughout 

the test year, this annualization is necessary to reflect 

the known and measurable, and on-going expenses for 

liability insurance. 

Please explain the self -insured component of Adjustment 

No. 10. 

The self-insured component of Adjustment No. 10, adjusts 

the recorded self-insured accruals charged to Account 925 

during the  test year to a normalized level. 

Please explain the accounting for the self-insured 

portion of liability claims. 

Prior to the renewal of the general liability insurance 

policies in August 2004, Southwest was self-insured for 
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the first $1 million of each liability claim, with no 

annual aggregate retention. Costs above the first 

$1 million were covered by insurance. When an incident is 

identified where it is likely that payment will be made, 

the Company records its estimate of payment as a 

self-insured retention expense. The entry is a debit to 

Account 925, Injuries and Damages, and a credit to 

Account 228.2, Accumulated Provision for Injuries and 

Damages. Once the outcome of the claim becomes final, any 

claims paid are charged against the accrual in Account 

228.2. If the amounts paid are less than the accrual or 

if Southwest prevails and pays nothing, then the net 

difference is removed from Account 228.2 and credited 

back against Account 925. Because of the nature of this 

process, it is not unusual to have fluctuations in the 

net charges to Account 925 from period to period. This 

can lead to an amount in any recorded period in Account 

925 being abnormal, and not representative of on-going 

operations. Because of this, the Company has used a 

five-year average to normalize this expense for 

ratemaking purposes. This methodology has been accepted 

by the Commission in the Company’s prior general rate 

cases. 

What changed regarding the renewal terms for the 

Company’s general liability insurance during 2004? 

The Company’s insurance providers no longer offered the 

type of insurance previously provided ($1 million per 
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occurrence with the insurance provider covering the 

excess over $1.0 million). In fact, the Company was 

unable to find any insurance carrier that would provide 

this level of coverage. Several options were offered by 

insurance carriers; however, all options included higher 

premiums than previously experienced and either higher 

self-insured levels or an aggregate level of 

self-insurance per claim year. 

As such, the option chosen by the Company provides 

that the Company is self-insured for up to $1.0 million 

of claims expense for each occurrence. To the extent that 

a specific claim exceeds $1.0 million, the Company is 

self-insured for the excess over $1.0 million up to an 

aggregate of $10 million. Once the $10 million aggregate 

amount is retained, any amount paid above the $10 million 

is the responsibility of the insurance carrier. The 

$10 million aggregate can be the result of payouts from 

more than one incident. Also, additional insurance 

policies have been acquired for claims paid above the 

$10 million level. The move to the $10 million aggregate 

has the potential of significantly increasing the 

Company’s Account 925 expenses in the future, and 

magnifying yearly fluctuations in this account. 

What was the period of time that the insurance carriers 

reviewed Southwest’s claims history to determine the 

levels of insurance and corresponding premiums? 

The insurance carriers reviewed the Company’s claims 
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history for the 14 year period 1990 through 2003. 

How is the Company proposing to normalize this expense in 

this rate proceeding? 

The Company is proposing that a level for the 

self-insured portion of injuries and damages be based on 

the same time period (1990 through present) that was 

reviewed by the insurance carriers when they Company was 

seeking to renew its insurance coverage. Accordingly, the 

self-insured expense is based on: 1) the historical 

average, during that time period, of claims paid that 

were less than $1 million; 2) claims paid at the previous 

$1 million maximum; and 3 )  claims paid that were greater 

than the previous $1 million maximum but less than the 

$10 million aggregate that is now a part of the insurance 

coverage effective August 1, 2004. 

Is this historical experience based on only Arizona 

history or is it based on the history of the entire 

Company? 

It is based on total Company history. Given the change in 

the magnitude of this expense, the Company believes that 

the total Company experience should be used rather than 

jurisdictional specific data. The liability insurance 

premiums have historically been a common expense shared 

by all rate jurisdictions based on either the Modified 

Massachusetts Formula (MMF) or the 4-Factor Allocation 

Methodology (4-Factor). The move to the $10 million 

aggregate was made to reduce insurance premium increases 
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that would have been allocated to each rate jurisdiction 

using these allocation methods. Although Arizona benefits 

from allocation versus direct assignment, the Company 

believes that it is the fairest way to handle this 

expense. This is Southwest's first rate case proceeding 

since this type of coverage was purchased, and the 

Company intends to present the same methodology in future 

general rate case filings for each of its other rate 

jurisdictions. 

Please explain the need for Adjustment No. 12, TRIMP. 

Adjustment No. 12 is needed to allow the Company to 

recover the costs incurred prior to the effective date of 

rates in this proceeding and a representative level of 

on-going expense that will result from the implementation 

of the Pipeline Safety Improvement Act of 2002 (Act). The 

Act directed the Office of Pipeline Safety (OPS) and 

Research and Special Programs Administration (RSPA) 

divisions of the U.S. Department of Transportation to 

promulgate regulations prescribing standards for 

transmission pipeline risk analysis and adopting and 

implementing a pipeline integrity management program. 

Does Southwest have an application pertaining to TRIMP 

currently pending before the commission? 

Yes. On September 7, 2004, the Company filed, with the 

Commission, an application informing the Commission of 

the Act and TRIMP (see Docket No. G-01551A-04-0647). In 

the application, the Company requested t ha t  the 
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Commission issue an accounting order acknowledging the 

appropriateness of recording incremental O&M expense 

associated with the TRIMP assessment and inspection 

activities to Account No. 182.3, Other Regulatory Assets. 

The cost associated with facility repairs and 

replacements would be recorded to the appropriate expense 

and plant accounts. The application stated that the 

amortization of TRIMP assessment and inspection 

activities would be addressed in the Company’s next 

general rate case filing, at which time the costs 

associated with on-going TRIMP activities would be 

included in rates and the Company would discontinue 

recording TRIMP cost to Account 182.3. 

Is Adjustment No. 12 consistent with the proposal set 

forth in Docket No. G-1551A-04-0647. 

Yes. Adjustment No. 12 includes a three-year amortization 

of TRIMP assessment and inspection activities estimated 

to be deferred through December 31, 2005. The deferral of 

cost would cease effective the date new rates are placed 

in effect in this case. In addition, Adjustment No. 12 

also includes an on-going annual level of TRIMP 

assessment, inspection and repair activity expenses. The 

seven-year average of expense expected to be incurred 

from 2006 to 2012 was used as the basis for the on-going 

level of expense. The seven-year average was used to 

reflect the fact that it is expected that certain costs 

will be higher in years 2006 and 2007 and lower in years 

I 
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3 .  41 

A. 41 

2008 to 2012. The next rate case cycle is likely to 

include both the years with higher and lower costs. 

Are the costs addressed in Adjustment No. 12 incremental 

to the Company's current operations? 

Yes. As stated in the Company's deferred accounting 

application, the TRIMP assessment and inspection 

activities are incremental in nature and the work is 

performed by outside contractors. The repair cost 

included in the continuing portion of the adjustment are 

incremental and do not include existing Company labor and 

related expense. 

Please explain Adjustment No. 21, light rail. 

Adjustment No. 21 removes from rate base the cost 

(depreciation expense and property tax expense) that the 

Company has incurred to move its facilities due to the 

construction of the City of Phoenix (City) Light Rail 

transportation system (PLR) . For various reasons, the 

construction of the PLR has required that the Company 

move certain of its existing facilities. The Company and 

the City have come to an agreement as to the mechanism 

that will be in place to reimburse the Company for its 

costs incurred as a result of construction of the PLR. 

The reimbursements received from the City will be 

credited to plant in-service, similar to a contribution 

in-aid-of construction (CIAC) . The agreement states that 
the cost of moving facilities resulting from the 

construction of the PLR will not be included in the 
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Company’s base rates. Adjustment No. 2 1  is necessary to 

comply with the agreement between the City and the 

Company. Adjustment No. 20 ,  CCNC, does not include any 

work authorizations related to work performed as a result 

of the PLR. 

LINE EXTENSION POLICY AND PRACTICES 

2. 42 

A. 42 

Q. 43 

A. 43 

In the Company’s last general rate case (Docket No. 

G-1551A-00-0309), did the Commission direct the Company 

to specifically address the issue of how it determines 

the allowance fo r  the hook-up of new residential 

customers in its next general rate case? 

Yes. 

Please describe the line extension policy set forth in 

Southwest‘s Tariff, Rule No. 6, related to residential 

customer additions. 

Rule No. 6 B. 1. states: “General Policy - All service 

and main extensions are made on the basis of economic 

feasibility except those for master-metered mobile parks 

(MMP), whose extensions shall be made in accordance with 

the provisions in Section B.3 hereof. The economic 

feasibility will be calculated by the Incremental 

Contribution Method as described in Section B.4  hereof.” 

Section B.4 states: ”Incremental Contribution 

Method - gas service and main line extension will be made 

by the Utility at its expense for the allowable 

investment as calculated by an Incremental Contribution 

Study (ICs) .” 
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Finally, Section B. states: "Allowable investment 

shall mean a determination by the Utility that the 

revenues less the incremental cost to serve the applicant 

customer provides a rate of return on the Utilityls 

investment no less than the overall rate of return 

authorized by the Commission in the Utility's most recent 

general rate case. 

What are the main components of the ICs? 

The main components of the ICs are incremental margin, 

investment and expenses. The ICs calculates the project's 

results of operations, much like a mini-rate case. The 

ICs provides a three year average result, and the 

incremental result is compared to the most recently 

authorized ROR. If the three-year average result does not 

produce the authorized ROR, then either a customer 

advance or CIAC is applied in order to produce a result 

at least equal to the authorized ROR. 

How is margin calculated in the ICs? 

Pursuant to Section E. 2. b., the applicant must provide 

the Company with a list of natural gas equipment to be 

used. The ICs provides a therm allowance for space 

heating, water heating, cooking and clothes drying. The 

estimated therms fo r  each appliance are multiplied by the 

appropriate residential tariff rate in order to calculate 

the commodity margin. The basic service charge is added 

to the commodity in order to determine the incremental 

margin that will be the result of the addition of new 
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customers. The margin per customer is multiplied by the 

number of customers to calculate the total project 

margin. Since not all customers take service at the same 

time, the ICs provides for a phase-in, by year, of 

customer additions. The rate of phase-in is determined 

through conversations with the builder/customer, current 

market conditions, and previous experience with the 

applicant or builders of similar projects. 

How is the average gas used per appliance determined? 

Average usage for space heating and water heating vary 

based on the geographic location throughout the state. 

Average therm usage for cooking and clothes drying are 

the same throughout the state. Southwest's Arizona 

operations are divided into ten districts. The Phoenix 

and Tucson districts experienced 8 9  percent of the 

Company's test year Arizona customer additions, and the 

average usage in both districts is similar. Several 

relatively small districts are located in warmer areas 

and experience lower therm usage, while other relatively 

small districts are located in colder climates that 

experience higher therm usage. These differences are 

taken into consideration in the ICs. 

The ICs provides for additional therm usage if a 

home has additional heating systems, more than 50 gallons 

of water heating, and if a gas oven is installed. The ICs 

does not provide additional allowances for gas barbecues, 

gas fireplaces, pool or spa heaters or any other outdoor 
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Q. 48 
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Q. 49 
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amenities. The Company considers use of these appliances 

to be highly discretionary by the customer, and an 

estimate of average use would be arbitrary, and not 

appropriate for determining the allowable cost 

justification for a fixed long-term investment. 

How is the incremental investment to serve a new customer 

determined? 

An estimate of the cost of main, service and regulator 

stations required to serve the individual customer or 

sub-division is prepared. The cost of the meter set and 

installation is based on the average cost, depending on 

the size of the meter. 

How are the incremental operating expenses to serve new 

customers determined? 

Incremental operating expense consists of customer 

billing (postage, mailing and processing) , meter reading, 

uncollectibles, customer assistance and Blue Stake line 

locate. The operating expense is based on total state 

average cost per customer, except for customer billing, 

which is based on total Company averages. Operating 

expense also includes a provision for administrative and 

general expense. 

What other expenses are included in the ICs? 

The ICs includes the depreciation expense calculated by 

multiplying incremental investment by the depreciation 

rates used to establish rates in the Company’s last 

general rate case. Property taxes are calculated using 
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the same method and cost rates used to establish rates in 

the Company's last general rate case. The income tax 

calculation uses the weighted average cost of debt and 

tax-deductible preferred securities, and state and 

federal income tax rates authorized in the Company's last 

general rate case. 

Do the Company's line extension analyses performed using 

the I C s  model ensure that new customer additions earn, on 

an incremental basis, at least the authorized ROR as 

required by Rule No. 6. Section B. a.? 

Yes. The I C s  model accurately reflects incremental 

revenues, expenses and investment required to serve new 

customers, and demonstrates that new customers are 

providing a return at least equal to the authorized ROR. 

PIPE REPLACEMENT COSTS 

2 .  51 

A. 51 

Q. 52 

Is the Company proposing that the Commission modify the 

write-off percentages set forth in the Settlement 

Agreement (Agreement) in Docket No. U-1551-93-272, which 

was approved by the Commission approximately 11 years ago? 

Yes. As I will explain more fully in the testimony that 

follows, none of the replacements of steel and ABS pipe 

and essentially, none of the replacements of Aldyl A pipe 

since 1999 have been related to defective materials 

and/or installation. Since 1999, only replacements of 

Aldyl HD pipe have been the result of defective materials 

and/or installation. 

Please describe the Agreement. 
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The Agreement resulting from Docket No. U-1551-93-272 

states "In future Southwest rate cases for the Southern 

Division gas properties, Southwest shall exclude from 

rate base an additional portion of capitalized 

expenditures associated with replacements of Aldyl A, 

Aldyl HD, steel installed in the 1960s, and ABS pipe 

related to defective materials and/or installation. For 

such capitalized expenditures during the period July 1, 

1993 through June 30, 1994, the rate base exclusion shall 

be based on the following percentages: 36 percent for 

Aldyl A, 75 percent for Aldyl HD, 19 percent for steel 

installed in the 1960's, and 24 percent for ABS. During 

each successive 12-month period following June 30, 1994, 

the foregoing percentages shall be reduced incrementally 

by one percent. " [emphasis added] 

Please describe the circumstances that preceded Southwest 

entering into the Agreement. 

On April 1, 1979, Southwest purchased the gas 

distribution properties from Tucson Gas and Electric 

( T G E ) ,  now dba Tucson Electric Power Company (TEP). Prior 

to 1960, steel was the primary pipe material used to 

install gas distribution facilities. TGE installed a 

significant amount of steel pipe up through 1969. By the 

1970s steel pipe was used primarily for high pressure 

distribution main lines, and its use for local 

distribution facilities was superceded by plastic pipe. 

The first plastic pipe material used by TGE was ABS, and 
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the distribution facilities installed during the years 

1959 through 1969 used this pipe material. From 1967 

through 1979, TGE installed 1,333 miles of distribution 

facilities using Aldyl A pipe. 

Within several years after acquiring the TGE gas 

properties, the Company came to the conclusion that Aldyl 

A pipe was experiencing a significant number of leaks. 

The Company concluded that the portions of the gas 

distribution system where Aldyl A was installed in rock 

and caliche areas must be replaced. The Company's 

conclusion was based on the combination of Aldyl A pipe 

material and TGE's construction practices, which among 

other things used native soil as backfill. Gas facility 

installations where the native soil was in rock and 

caliche zones often resulted in rock and caliche being 

placed on top of the Aldyl A pipe as backfill. The rock 

impingement resulting from this construction practice 

created the potential for catastrophic leaks. The Company 

began an accelerated program of replacing Aldyl A, and 

Southwest sued TGE for breach of contract resulting in 

protracted litigation. The litigation resulted in an 

out-of-court settlement, where TEP paid Southwest 

$25 million for reimbursement of capital expenditures 

required to replace the portion of the Aldyl A system 

that was defective. The Company credited gas plant 

in-service with the net proceeds after legal fees. The 

$22.6 million was approximately 65 percent of the 
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A. 55 

approximately $35 million spent by Southwest as of 

May 31, 1991 to replace Aldyl A pipe. 

Due to the nature of the Aldyl A pipe material, 

TGE’s construction practices, and the significant amount 

of Aldyl A pipe replaced from 1986 through 1993 after 

only a useful life of approximately 22 years, Southwest 

entered into the Agreement to resolve the issues 

addressed in the Agreement. 

What was the Commission’s position on the inclusion in 

rate base of the replacement expenditures net of the TEP 

proceeds? 

In Docket No. U-1551-90-322, the Commission removed a 

portion of Aldyl A pipe replacement cost that remained 

after crediting the TEP proceeds. It was the Commission’s 

opinion, that a portion of the replacement cost resulted 

in a better system and the ratepayer should pay for that 

portion. The remaining portion of the replacement was 

called remedial, and that portion should not be paid by 

the ratepayer. However, since the Aldyl A system was 

installed by TGE and not Southwest, it was decided that 

the remedial portion should be shared equally by 

shareholder and customer. 

Was southern Arizona rate jurisdiction ABS, Aldyl HD and 

1960s steel pipe an issue in Docket No. U-1551-90-322? 

No. Significant amounts of Aldyl HD and 1960s steel pipe 

replacement had not taken place, and both pipe types were 

not an issue. Although most of the ABS pipe originally 
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Q. 57 

installed in urban areas of Tucson had already been 

removed by 1988, ABS pipe replacement was not an issue. 

Please describe the circumstances surrounding pipe 

replacement at the time the Company filed its southern 

Arizona rate jurisdiction general rate case in Docket 

NO. U-1551-93-272. 

The Company's general rate case filing in Docket 

No. U-1551-93-272 removed the portion of Aldyl A 

replacement expenditures consistent with the Commission's 

Order in Docket No. U-1551-90-322, and the Company 

removed all Aldyl HD replacement costs incurred through 

the end of the test year. At the time of the 1993 general 

rate case, the Company was just beginning the process of 

assessing the need to replace a portion of the Aldyl HD 

system that was installed in Tucson shortly after 

Southwest acquired the gas distribution system from TGE. 

Accordingly, the Company chose not to request recovery of 

any Aldyl HD pipe replacement expenditures until it could 

more fully assess the extent of the program. 

, 

In addition, the Company was in the middle of its 

10-year steel cathodic protection program, which was due 

to be completed by the end of 1998. There was no 

significant replacement activity involving ABS at that 

time, and the Agreement addressed the applicable 

replacement costs associated with ABS. 

Why was there a need for a 10-year steel pipe cathodic 

protection program? 
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In 1970, the federal government ordered all gas utilities 

to cathodically protect their steel pipe systems by 1975. 

The steel pipe system acquired in 1979 from TGE was not 

fully cathodically protected. In 1989, the Company began 

a program to have the entire steel pipe system 

cathodically protected by 1998. The Company met the 1998 

deadline. As part of that program, some of the pipe could 

not be cathodically protected and was subsequently 

replaced. The replacement expenditures incurred on the 

1960s vintage steel pipe, as part of the 10-year cathodic 

protection program, were addressed in the Agreement. 

The Agreement has different disallowance percentages for 

each pipe type, please explain why? 

Each of the four pipe types were installed at different 

times; therefore, the remaining pipe still serving the 

ratepayer at the time of the Agreement, had been on 

average, serving the ratepayer for different periods of 

time. A betterment percentage was determined for each 

pipe type. Pipe types that had served the ratepayer 

longer were deemed to have a higher betterment percentage 

and, therefore, a smaller remedial percentage. Embedded 

in the Agreement was a 50-50 sharing between shareholder 

and customer. The write-off percentage was calculated by 

multiplying the remedial percentage by 50  percent. There 

was one exception to the 50-50 sharing and that was the 

Aldyl HD pipe installed under Southwest’s direction. 

The Aldyl HD write-off percentage did not 
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incorporate a 50/50 sharing. The write-off percentage was 

100 percent of the remedial portion of the replacement. 

The Agreement provided for  a one percent decrease per 

year in the write-off percentage. The one percent was 

presumed to be 5 0  percent of the two percent annual 

decline in the remedial percentage. It was presumed that 

the betterment percentage would increase by two percent 

per year, and the remedial would decrease’ by the same 

amount. Since the write-off percentage delineated in the 

Agreement was already 50 percent of the remedial 

percentage, the two percent annual decline in the 

remedial percentage would result in the write-off 

percentage declining 50 percent of two percent, or one 

percent. 

Please describe the pipe replacement activity after the 

Agreement and through the end of the test year in the 

Company’s last general rate case. 

During the period 1994 through 1999, the 10-year steel 

pipe cathodic protection program was successfully 

completed. The Company was replacing Aldyl HD pipe 

suspected to be in rock and caliche zones, and 

approximately 17 percent of the Aldyl HD system was 

replaced by 1999. The Aldyl A pipe replacement activity 

slowed considerably, and there was little ABS 

replacement. 

Did the Company make the appropriate entries to remove 

from plant in-service through December 1999 the 
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2 .  61 

A. 61 

appropriate amounts of pipe replacement in compliance 

with the Agreement? 

Yes. 

What relief is Southwest requesting from the Commission 

with regard to the Agreement. 

The Company is proposing that the Commission establish a 

sunset date for writing-off a portion of the replacement 

cost of any remaining subject pipe. The Company proposes 

that when the pipe types addressed in the Agreement have 

reached 40 years of useful service, the continuation of 

writing-off a portion of the replacement cost, regardless 

of the reason, is no longer appropriate. For instance, the 

steel pipe installed in the 1960’s and the ABS pipe still 

in service both have reached an average useful life of 

40 years. As such, the replacement cost under Southwest’s 

proposal would no longer be subject to write-off. 

The Company is also proposing that a different 

write-off percentage be used regarding Aldyl A and Aldyl 

HD pipe, and that the new percentage be based on the 

premise of 40-years of useful life. Under the Company’s 

proposal, the percent of replacement cost that would be 

written-off would decrease by 2.5 percent per year and 

correspondingly an additional 2.5 percent would be 

afforded rate base treatment. When a pipe type reaches an 

average useful life of 40-years, 100 percent of the 

replacement cost would be included in rates (40 years 

times 2.5  percent per year). If the Commission does not 
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accept this proposal, then the Company requests that the 

write-off percentage fo r  Aldyl HD decline by two percent 

per year, rather than the one percent per year included 

in the Agreement. 

Please describe the Aldyl A pipe replacement activity 

that has taken place from 2000  through the end of the 

test year (August 31, 2004)  as compared to the time 

period leading up to the Agreement. 

The Aldyl A pipe replacement activity has been at a 

normal level considering its average age is approximately 

31 years. During the time period of January 2000 through 

August 31, 2004, the Company replaced approximately 

171 thousand feet of Aldyl A main and service lines, or 

approximately 2.4 percent of the approximately 

7.0 million feet of Aldyl A main and service lines 

originally installed by TGE. On an annual basis, this 

averages approximately 0.5 percent. 

In comparison, from the mid-1980s through 1993, 

approximately 3.1 million feet of Aldyl A main and 

service lines were replaced, or approximately 4 4  percent 

of the original Aldyl A pipe installed by TGE. 

Furthermore, on average, the pipe replaced during this 

period experienced only a 17-year average useful life. As 

such, the circumstances that preceded Southwest entering 

in the Agreement have obviously changed. 

At test year end, how much Aldyl A pipe is still used and 

useful? 
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Approximately 3.2 million feet (or 45 percent) of the 

original Aldyl A pipe installed by TGE is still used and 

useful. 

Is the Company proposing to reduce rate base for pipe 

replacement cost resulting from Aldyl A pipe? 

No. 

Please explain why the Company has not written-off any of 

the cost of Aldyl A pipe replacement since December 1999, 

the end of the test year in the Company‘s last general 

rate case? 

There are several reasons why the Company has not 

written-off the cost of Aldyl A pipe replacement since 

year-end 1999. First, the majority of the relatively 

small amount of Aldyl A pipe that is being replaced is 

not due to the criteria set forth in the Agreement. Aldyl 

A pipe is being replaced as part of franchise-related 

projects and other replacement projects involving 

primarily other pipe types, which happen to have an 

ancillary amount of Aldyl A pipe. Pipe replacement for 

these reasons is not subject to the Agreement and do not 

need to be written off. The Agreement only requires a 

write-off of replacement costs due to defective material 

and/or installation practices. Second, the Company firmly 

believes that the circumstances surrounding the Aldyl A 

pipe have changed significantly and the Aldyl A pipe has 

now reached an age where a nominal amount of pipe should 

be expected to be replaced under normal circumstances. 
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The amount of Aldyl A pipe replacement activity 

experienced since the last rate case (0.5 percent per 

year) is normal, and the cost of replacement should be 

afforded rate base treatment similar to other pipe 

replacement activities. 

Is the Company proposing to reduce rate base for a 

portion of replacement expenditures related to ABS and 

1960s steel pipe that has occurred since the end of the 

test year used in the Company’s last general rate case? 

No. 

Please explain the reasons why the Company has not 

written-off any of the cost of ABS pipe replacement since 

the end of the test year in the Company’s last rate case? 

There are several reasons why the Company has not 

written-off the cost of ABS pipe replacement since the 

last general rate case. Similar to Aldyl A pipe, the small 

amount of ABS pipe that has been replaced is not due to 

defective material or installation practices and as such, 

is not subject to the Agreement. The ABS pipe installed in 

urban areas was replaced prior to the test year in the 

last general rate case and the ABS that remains is in 

rural areas not subject to rock and caliche zones. 

Accordingly, rock impingement has not been a reason for 

replacing ABS since the last general rate case. 

Furthermore, the ABS pipe is approximately nine 

years older than the Aldyl A pipe and has now reached an 

average useful life greater than 40 years. Consequently, 
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the replacement of ABS pipe since 1999 has been for 

reasons that any pipe of similar age is replaced - it is 

simply getting old. Therefore, the Company believes that 

the replacement cost incurred since the last general rate 

case pertaining to ABS pipe should be afforded rate base 

treatment. 

Please explain why the Company has not written-off any 

1960s vintage steel pipe replacement since the Company's 

last general rate case? 

The reasons for not writing-off 1960s steel are different 

than those for Aldyl A and ABS pipe. Steel as a pipe type 

was never considered a defective material, and the faulty 

installation practice was that not all steel pipe was 

cathodically protected. The focus of the 10-year cathodic 

protection program was to have all steel pipe protected 

by 1998. In cases where pipe could not be protected, the 

Company replaced the unprotectable pipe. As such, by the 

end of 1998, the Company had fully complied with the 

cathodic protection program and the steel pipe that could 

not be protected was replaced. 

Furthermore, any steel pipe replacement after the 

end of the 10-year program was not due to defective 

material or defective installation (cathodic protection), 

and as such, not subject to the Agreement. In addition, 

the 1960s vintage steel pipe has now been serving the 

ratepayer for approximately 40 years, and Southwest's 

replacement of the steel pipe has been modest. Any 
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40-year old pipe is normal and should be afforded rate 

base treatment. 

Is the Company proposing to reduce rate base for a 

portion of the Aldyl HD pipe replacement experienced 

since the Company’s last general rate case? 

Yes. A portion of the expenditures incurred to replace 

Aldyl HD pipe has been removed from rate base. 

Please explain why the Company has not written-off any of 

the cost resulting from Aldyl HD pipe replacement since 

the end of the test year in the last general rate case? 

Although the Company believes that a portion of the Aldyl 

HD pipe replacement cost was for reasons covered by the 

Agreement, the Company is requesting that the Commission 

consider a less onerous pipe write-off with regards to 

the Aldyl HD pipe. Consistent w i t h  the Company’s 

application and the proposals presented herein, the 

Company has withheld writing-off Aldyl HD pipe from its 

books until the Commission has ruled on the Company’s 

request in t h i s  proceeding. 

Does the rate base in this proceeding include all of the 

cost of replacing Aldyl HD pipe since the last general 

rate case? 

No. The cost of replacing Aldyl HD has been reduced by the 

write-off percentage the Company is proposing in this rate 

case. Depreciation and property taxes have also been 

reduced by the appropriate amounts. Adjustment No. 11 

reflects the reduction to plant in-service related to the 
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Company's proposed write-off of Aldyl HD pipe replacement. 

Please explain how the write-off percentage pertaining to 

Aldyl HD that is contained in the Agreement was 

determined in 1993 and projected into the future? 

It was determined in 1993 that the betterment and remedial 

percentages were 25 percent and 75 percent, respectively. 

Similar to the other pipe types, it was presumed that the 

betterment percentage would increase two percent per year 

and the remedial percent would decrease by a like amount. 

Since the installation of Aldyl HD pipe was under the 

supervision of Southwest, and not TGE, there was to be no 

sharing of the remedial cost. The Agreement also provides 

for the reduction of the Aldyl HD write-off percentage to 

be one percent per year, similar to the other pipe types 

that were installed by TGE. 

Given this formula, the Company will be writing-off 

a percentage of A l d y l  HD pipe replacement for another 

75 years. The average age of Aldyl HD pipe in 1993 was 

13 years. Given a strict interpretation of the Agreement, 

the Company could conceivably be writing-off a portion of 

pipe replacement cost on Aldyl HD pipe that is 87 years 

old. As such, the Company is requesting that the 

Commission reconsider the appropriateness of the Aldyl HD 

write-off percentage included in the Agreement. 

Please explain the change that the Company is proposing 

to the Aldyl HD write-off calculation? 

The Company is proposing that a 40-year period be used as 
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a basis for determining the write-off percentage, and the 

write-off percentage would decrease by 2.5 percent per 

year (100 percent/40 years). Accordingly, after the 

remaining pipe has served the customer for 40 years then 

all write-offs would cease. 

Since the average year of installation of Aldyl HD 

pipe was 1980, a pipe disallowance would be applied up to 

year 2020 (the year that all remaining Aldyl HD pipe will 

be 40 years old). Consistent with the Agreement, there 

would be no sharing, and the proposed change in the 

write-off percentage would only apply from the end of the 

test year in the last general rate case. 

What is the proposed write-off percentage for the years 

2000 through 2004 applied to Aldyl HD pipe replacement 

cost? 

Aldyl HD pipe that was replaced during the year 2 0 0 0  had 

a useful life of 20 years. Consequently, the year 2000 

write-off percentage would be 50 percent (20 years X 

2.5 percent per year X 100 percent), and the write-off 

percentage for years 2001 through 2004 would be 

47.5 percent, 45.0 percent , 42.5 percent and 

40.0 percent, respectively. 

If the 40-year useful life is not accepted by the 

Commission, what alternative adjustment to the Agreement 

does Southwest propose regarding the Aldyl HD pipe 

write-off percentage? 

At a minimum, the Aldyl HD write-off percentage should be 
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reduced by two percent per year since the remedial 

percentage calculated in 1993 was not reduced by 

50 percent to reflect the ratepayer’s share of the 

remedial portion of the replacement cost. The 75 percent 

remedial percentage calculated in 1993 should be reduced 

by two percent per year for 37.5 years, which when added 

to the 13 year average life in 1993 would establish a 

50-year average useful life. Consistent with the 

Agreement, the write-off percentage established using 

either the 40- or 50-year average useful life would be 

applied to the pipe replacement costs resulting from 

faulty material or installation practices. 

Please explain Exhibit No. - (RAM-3)? 
Exhibit NO.-(RAM-3) shows, for each pipe type, the 

write-off percentage per the Agreement, the Agreement 

adjusted to reflect a two percent per year reduction in 

the write-off percentage for Aldyl HD, and the 40-year 

life write-off calculation proposed by the Company. 

Does the Company believe its proposal is fair and 

equitable to both the customer and shareholder? 

Yes. The Company believes that establishing a 40-year 

criteria t o  cease write-offs of pipe replacement is fair 

to both shareholders and ratepayers. 

If the original pipe addressed in the Agreement served 

the customer for 40 years, there never would have been an 

issue. As noted above, preceding the Agreement, a portion of 

these systems required replacement long before their expected 
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useful life, and the Commission determined that a 

disallowance of a portion of the replacement cost was 

appropriate. However , after nearly 11 years of favorable 

replacement experience since the Agreement was initiated, the 

Company believes that the issue of pipe replacement 

write-offs needs to be modified to include a sunset date that 

is fair and reasonable to both customer and shareholder. The 

Company believes that the ending of replacement write-offs 

after the respective pipe has attained an average useful life 

of 40 years is fair and reasonable. 

Has the Company reduced the test year accelerated leak 

survey costs and the plastic and steel pipe repairs 

expense that were incurred on the pipe types covered in 

the Agreement? 

Yes. Adjustment No. 11, Pipe Replacement, Leak Survey and 

Repair, reduces test year accelerated leak surveys 

related to Aldyl A and Aldyl HD by the percent calculated 

using the 40-year criteria. Steel pipe installed in the 

1960s does not require accelerated leak survey, and both 

ABS and 1960s steel have reached the 40-year average 

useful life. As such, the accelerated leak survey on ABS 

was not removed from test year expense. 

Adjustment No. 11 also reduces the test year leak 

repair cost related to the Aldyl A and A l d y l  HD using the 

same percentages derived from the 40-year average life 

criteria. Repairs on 1960s vintage steel and ABS have not 

been reduced since both pipe types have reached the 

Form No. 755.0 (OW2001) Word -42- 



a i  2 

3 

4 

5 

6 

7 

8 

9 

I O  

11 

12 

13 

e 14 
15 

16 

17 

18 

19 

2c 

21 

22 

21 

24 

2: 

2f a 2i 

1 .  7 9  

i .  79 

2. 80 

h. 80 

40-year average useful life. 

Did the Agreement provide for reductions to test year 

accelerated leak survey and leak repair maintenance for 

the four pipe types? 

Yes. The Agreement provided that to the extent the 

Company leak surveys the four pipe types on an 

accelerated basis, a portion of the accelerated leak 

survey should be removed from test year expenses using 

the same disallowance percentage used for pipe 

replacement. However, it should be noted that steel pipe 

has not required accelerated leak survey, and as such, 

has not been included in this adjustment. 

Should the 40-year criteria and resulting percentages be 

applied to accelerated leak surveys for ABS, Aldyl A and 

Aldyl HD pipe? 

Yes. The intent of the accelerated leak survey of the 

three types of plastic pipe was to extend the useful life 

of these pipes. The use of accelerated leak surveys has 

been a successful, cost-effective alternative to pipe 

replacement. The 40-year criteria and resulting 

percentages should be applied to the adjustment to 

accelerated leak surveys and should cease once the pipe 

has attained the average age of 40 years. 

ABS has attained an average life of 40 years and 

the disallowance percentage should not be applied, 

Adjustment No. 11 applies the percentages resulting from 

the 40-year criteria to Aldyl A and Aldyl HD test year 
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accelerated leak survey costs. 

Should the 40-year criteria and resulting percentages be 

applied to test year leak repair costs? 

Yes. The resulting percentage derived using the 40-year 

criteria should also be applied to leak repair costs for 

Aldyl A and Aldyl HD pipe. Since both the ABS and 1960s 

steel pipe systems have attained an average useful life 

of 40 years, their leak repair cost should not be subject 

to exclusion in this or any future rate case. 

Does this conclude your prepared direct testimony? 

Yes, it does. 
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EXHIBIT NO. - (RAM-1) 
Sheet 6 of 6 

SOUTHWEST GAS CORPORATION 
ARIZONA 

NET INCOME EXCESS I SHORTFALL 
COMPARING EXPECTED (AUTHORIZED) INCOME TO REALIZED 

FOR THE PERIOD 1994 THROUGH OCTOBER 2004 

Net Income 
Line Rate ROR Regulatory Net Income Excess I Line 
-- No Year Base Auth. Expected Realized (Shortfall) No 

(a) (b) (c) (d) (e) (f) 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 

1994 $ 475,500,000 
1995 527,400,000 
1996 564,000,000 
1997 575,800,000 
1998 608,200,000 
1999 676,500,000 
2000 71 0,100,000 
2001 768,900,000 
2002 808,400,000 
2003 856,400,000 
2004 923,800,000 

9.13% $ 43,413,150 $ 37,100,000 $ 
9.13% 48,151,620 28,400,000 
9.38% 52,903,200 27,300,000 
9.38% 54,010,040 39,300,000 
9.38% 57,049,160 60,300,000 
9.38% 63,455,700 50,100,000 
9.38% 66,607,380 50,000,000 
9.20% 70,738,800 60,200,000 
9.20% 74,372,800 59,800,000 
9.20% 78,788,800 51,400,000 

(6,313,150) 
(19,751,620) 
(25,603,200) 
(1 4,7 1 0 , 040) 

3,250,840 
(1 3,355,700) 
(16,607,380) 
(1 0,538,800) 
(14,572,800) 
(27,388,800) 

9.20% 84,989,600 50,500,000 (34,489,600) 
$ (145,590,650) 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
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Year 

Yrs Write-off 

2000 
2001 
2002 
2003 
2004 
2005 
2006 
2007 
2008 
2009 
2010 
201 1 
2012 
2013 
2014 
2015 
2016 
2017 
2018 
2019 
2020 
2021 
2022 
2023 
2024 
2025 
2026 
2027 
2028 
2029 
2030 
2031 
2032 
2033 
2034 
2035 
2036 
2037 
2038 
2039 
2040 
2041 
2042 
2043 
2044 

2046 
2047 
2048 
2049 
2050 
2051 
2052 
2053 
2054 
2055 
2056 
2057 
2058 
2059 
2060 
2061 
2062 
2063 
2064 
2065 
2066 
2067 
2068 
2069 

2045 

Exhibit No.-(RAM3) PPRP %.XIS 

SOUTHWEST GAS CORPORATION 
ARIZONA 

PIPE DISALLOWANCE PERCENTAGES 

EXHIBIT NO. - (RAM-3) 
Sheet 1 of 2 

SERVICES 

Proposed Mains Disallowance Alternate Current Mains Disallowance 
1960's Current 1960's 

AldylHD AldylA ABS Steel Aldyl HD Aldyl HD AldylA ABS Steel 

40 

50.00% 
47.50% 
45.00% 
42.50% 
40.00% 
37.50% 
35.00% 
32.50% 
30.00% 
27.50% 
25.00% 
22.50% 
20.00% 
17.50% 
15.00% 
12.50% 
10.00% 
7.50% 
5.00% 
2.50% 
0.00% 

40 

16.25% 
15.00% 
13.75% 
12.50% 
1 1.25% 
10.00% 
8.75% 
7.50% 
6.25% 
5.00% 
3.75% 
2.50% 
1.25% 
0.00% 

40 40 51 

5.00% 5.00% 62.00% 
3.75% 3.75% 60.00% 
2.50% 2.50% 58.00% 
1.25% 1.25% 56.00% 
0.00% 0.00% 54.00% 

52.00% 
50.00% 
48.00% 
46.00% 
44.00% 
42.00% 
40.00% 
38.00% 
36.00% 
34.00% 
32.00% 
30.00% 
28.00% 
26.00% 
24.00% 
22.00% 
20.00% 
18.00% 
16.00% 
14.00% 
12.00% 
10.00% 
8.00% 
6.00% 
4.00% 
2.00% 
0.00% 

Exhibit No.-(RAMS)Sht 1 

89 

69.00% 
68.00% 
67.00% 
66.00% 
65.00% 
64.00% 
63.00% 
62.00% 
61.00% 
60.00% 
59.00% 
58.00% 
57.00% 
56.00% 
55.00% 
54.00% 
53.00% 
52.00% 
51 .OO% 
50.00% 
49.00% 
48.00% 
47.00% 
46.00% 
45.00% 
44.00% 
43.00% 
42.00% 
41 .OO% 
40.00% 
39.00% 
38.00% 
37.00% 
36.00% 
35.00% 
34.00% 
33.00% 
32.00% 
31 .OO% 
30.00% 
29.00% 
28.00% 
27.00% 
26.00% 
25.00% 
24.00% 
23.00% 
22.00% 
21 .OO% 
20.00% 
19.00% 
18.00% 
17.00% 
16.00% 
15.00% 
14.00% 
13.00% 
12.00% 
11 .OO% 
10.00% 
9.00% 
8.00% 
7.00% 
6.00% 
5.00% 
4.00% 
3.00% 
2.00% 
1 .OO% 
0.00% 

51 

29.50% 
28.50% 
27.50% 
26.50% 
25.50% 
24.50% 
23.50% 
22.50% 
21 50% 
20.50% 
19.50% 
18.50% 
17.50% 
16.50% 
15.50% 
14.50% 
13.50% 
12.50% 
11 .so% 
10.50% 
9.50% 
8.50% 
7.50% 
6.50% 
5.50% 
4.50% 
3.50% 
2.50% 
1 S O %  
0.50% 
0.00% 

54 49 

17.50% 12.50% 
16.50% 11.50% 
15.50% 10.50% 
14.50% 9.50% 
13.50% 8.50% 

11.50% 6.50% 
10.50% 5.50% 
9.50% 4.50% 
8.50% 3.50% 
7.50% 2.50% 
6.50% 1.50% 
5.50% 0.50% 
4.50% 0.00% 
3.50% 
2.50% 
1.50% 
0.50% 
0.00% 
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Southwest Gas Corporation 
Docket No. G-01551A-04-0876 

BEFORE THE ARIZONA CORPORATION COMMISSION 

Prepared Rebuttal Testimony 
of 

ROBERT A. MASHAS 

INTRODUCTION/BACKGROUND 

Q. 1 

A. 1 

Q. 2 

A. 2 

Q. 3 

A. 3 

Q. 4 

Please state your name, business address and occupation. 

My name is Mr. Robert A. Mashas. My business address is 

5241 Spring Mountain Road, Las Vegas, Nevada 89150-0002. 

I am employed by Southwest Gas Corporation (Southwest or 

the Company) in the Revenue Requirements department as 

Director/Revenue Requirements. 

Are you the same Robert A. Mashas who sponsored direct 

testimony on behalf of Southwest in this proceeding? 

Yes, I am. 

What is the purpose of your prepared rebuttal testimony? 

The purpose of my rebuttal testimony is to respond to 

specific aspects of the direct testimony presented by 

Mr. James J. Dorf, witness for the Arizona Corporation 

Commission (Commission) Utilities Division Staff (Staff) 

and Ms. Marylee Diaz Cortez and Mr. Rodney L. Moore, 

witnesses for the Residential Utility Consumer Office 

(RUCO), regarding their respective recommendations 

concerning certain operating expenses and rate base. 

Did you prepare exhibits to support your rebuttal 

testimony? 
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A. 4 

Q .  5 

A. 5 

Yes. I prepared exhibits identified as Rebuttal Exhibit 

No.-(RAM-l) through Rebuttal Exhibit No.- (RAM-5) .  

Please summarize your rebuttal testimony. 

My rebuttal testimony will address the following issues: 

0 Supplemental Executive Retirement Program (SERP) : 

RUCO‘s proposed disallowance of SERP. 

0 Management Incentive Program (MIP) : RUCO’s recom- 

mendation that 66 percent of MIP be disallowed and 

Staff’s recommendation that 50 percent of MIP be 

disallowed. 

0 Transmission Integrity Program (TRIMP) : the Company’s 

approval of RUCO’s proposed TRIMP adjustment and 

Staff’s proposal to have a ’DOT Pipeline Safety 

Surcharge” as a mechanism to recover TRIMP-related 

expenses. 

0 Pipe Replacement Program: RUCO’s proposed application 

of Southwest’s proposed write-off percentages. 

0 Injuries and Damages: RUCO‘s proposed reduction to 

(SIR) the Company’s self-insured retention 

normalization and Staff‘s proposal to disallow the 

Company’s proposed insurance annualization and SIR 

normalization. 

SUPPLEMENTAL EXECUTIVE RETIREMENT PROGRAM (SERP) 

2. 6 Does RUCO propose to exclude SERP-related costs from 

operating expenses? 

4. 6 Yes. RUCO proposes an adjustment to operating expenses to 

remove the cost of SERP. 
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Q .  7 

A. 7 

Q .  8 

A. a 

Q. 9 

A. 9 

2 .  10 

4. 10 

2. 11 

4. 11 

Did RUCO propose a similar adjustment to SERP expense in 

the Company's last general rate case? 

Yes. RUCO sponsored similar testimony and proposed a 

similar adjustment in the Company's last general rate 

case, and the Company rebutted RUCO's proposed adjustment 

by submitting testimony pertaining to how the SERP plan 

works and the reason why such a plan is reasonable. 

How did the Commission rule on this issue? 

In Decision No. 64172, the Commission stated: 'In arguing 

that the SERP costs should not be borne by ratepayers, 

RUCO did not focus on the overall compensation package to 

the Company's top executives. There is no evidence that 

Southwest's overall compensation package is excessive. We 

will not remove the SERP from allowed expense absent such 

showing. I' 

Has RUCO requested any information concerning the overall 

reasonableness of employee or executive compensation? 

No. 

Has RUCO presented testimony that the Company's overall 

compensation is excessive? 

No. 

Why is the SERP offered to Company officers? 

The SERP is offered to Southwest's officers to ensure 

that the retirement and deferred compensation portions of 

their total compensation are on parity with all other 

employees of Southwest whose retirement distribution is 

not impacted by certain IRS regulations. There are 
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Q .  12 

A. 12 

Q. 13 

A. 13 

2. 14 

4. 14 

several reasons why the SERP is reasonable, including, 

without limitation, the following: (1) restrictions on the 

upper amount of the Basic Retirement Plan (BRP); (2)the 

exclusion of deferred compensation from the BRP 

compensation calculation; and ( 3 )  to ensure the 

attraction of highly qualified individuals to manage and 

run the Company and to ensure their retention for the 

benefit of customers and shareholders of Southwest. 

Please describe Southwest’s BRP? 

Each Southwest employee is provided an opportunity to 

receive a pension under the BRP. For each year of 

service, an employee adds 1.75 percent to their pension 

calculation up to 30 years of service, or a maximum of 

52.25 percent of the highest five consecutive years over 

the last ten years of service. 

Does the IRS place restrictions on the calculation of the 

BRP that negatively impact Southwest‘s officers? 

Yes. IRS regulations place limits on the level of 

qualified plan compensation on which a pension 

calculation can be computed. For the test year ending 

August 31, 2004, the maximum qualified plan compensation 

for a qualified BRP was $165,000. As such, any portion of 

an officer’s salary that exceeds $165,000 is not included 

in the pension calculation. 

Does the Company offer its employees a 401(k) plan? 

Yes. The Company’s 401(k) plan provides for the deferral 

of between 2 percent to 60 percent of an employee‘s 
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Q .  15 

A. 15 

Q .  16 

A. 16 

Q. 17 

A. 17 

salary. IRS regulations provide that the maximum employee 

deferral is $13,000 (2004) for employees under the age of 

50 and $16,000 for employees over the age of 50. The 

Company also matches 50 percent of the first six percent 

deferred into the plan, but deferrals greater than 

six percent are not matched. 

Does the IRS place restrictions on the Company’s 401(k) 

plan that negatively impact Southwest’s officers? 

Yes. The maximum contribution levels represent a 

significantly smaller percentage of an officer‘s salary 

compared to other employees. As such, the Company 

provides its officers a Deferred Compensation Plan (DCP). 

This is a non-qualified plan that provides, without 

limitation, for the deferral of an officer’s salary. 

Does salary deferred under the DCP impact the officer’s 

BRP calculation? 

Yes. IRS regulations do not permit the inclusion of 

salary deferred under the DCP to be included in base 

salary when computing the officer‘s pension benefit. This 

limitation is not placed on amounts deferred through the 

401(k) plan. 

How does the SERP provide Southwest officers with a 

retirement plan that is on parity with other employees? 

The SERP compensates an officer for the aforementioned 

IRS limitations on compensation and the BRP calculation 

that are not applicable to other employees by providing 

officers with a retirement benefit equal to 50 percent of 
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Q. 18 

A. i a  

the average of the last three years salary provided that 

they are at least 60 years of age and have at least 20 

years of service. If the officer has 20 or more years of 

service, the 50 percent under the SERP is slightly less 

than the 52 .5  percent available to other employees under 

the BRP. This difference is presumably addressed by the 

fact that the SERP is based on the 12-month average of 

the highest consecutive 36 months of earnings. Also, a 

senior officer’ s benefit is calculated based upon 

60 percent compared to the 50 percent for non-senior 

officers . 
Should RUCO’ s proposed adjustment to disallow costs 

related to SERP be accepted by the Commission? 

No. RUCO has presented no evidence to demonstrate that 

the Company’s overall compensation package for officers 

is excessive, and its proposed disallowance is unfounded. 

To the contrary, the Company has presented sound 

justification supporting the reasonableness and necessity 

of the SERP. As such, the SERP should be included in 

rates. 

MANAGEMENT INCENTIVE PLAN (MIPI 

a .  19 

A. 19 

Does Staff and RUCO propose disallowances pertaining to 

the Company’s MIP? 

Yes. Both parties propose a sharing concept with respect 

to a portion of the Company‘s MIP. RUCO proposes a 

67 percent disallowance arguing that the MIP is not known 

or measurable because it is a bonus program and could be 
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Q .  2 0  

A. 2 0  

Q. 21 

A .  21 

Q. 22  

as little as zero in any particular year. 

Staff, while recognizing that M I P  rewards 

improvements in operating efficiency, proposes a 

50 percent disallowance because it contends that other 

elements reward achievement of earnings targets. 

How does the Company calculate the compensation that is 

awarded under the M I P ?  

The Company uses five factors that were designed to align 

the interest of customers and shareholders as a basis for 

calculating the compensation paid out pursuant to the 

M I P ;  each are equally weighted. The five factors include 

the following: (1) an improved customer-to-employee ratio 

when compared to the prior year; ( 2 )  a comparison of the 

Company's customer-to-employee ratio to its peer 

utilities; ( 3 )  the results of customer satisfaction 

surveys; (4) the achievement of a three-year average 

return on equity (ROE) target; and (5) a comparison of 

the Company's ROE to its peer utilities. 

Do Staff and RUCO rely on any of the five factors as a 

basis for their respective disallowances? 

Staff purportedly does not rely on any of the five 

factors as a basis for its proposed disallowance; whereas 

RUCO argues, in support of its disallowance, that the 

performance targets of return on equity, customers per 

employee, and customer satisfaction primarily benefit 

shareholders and not customers. 

Does Southwest agree with RUCO' s conclusion that the 
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A. 2 2  

Q .  2 3  

A. 2 3  

performance targets primarily benefit shareholders and 

not customers? 

No. Southwest submits that each of the five factors used 

by Southwest align customer and shareholder interests, 

First, an improved customer-to-employee ratio benefits 

customers by increasing productivity which reduces the 

average cost of serving customers. Furthermore, the 

customer benefits by having a portion of management’s 

compensation based upon obtaining goals that maximize 

productivity and that utilize customer satisfaction 

surveys to insure that management’s achievement of the 

customer-to-employee ratio goals is not at the expense of 

customer satisfaction. 

How do the ROE performance targets benefit customers? 

The achievement of ROE targets and the success of the 

Company‘s management in controlling costs benefit 

customers by improving the Company’s capital structure 

and lowering its cost of capital. These benefits continue 

between rate cases when management’s focus is on 

improving its ROE through increasing net income. By 

increasing net income, the Company will improve retained 

earnings (a component of common equity) and, therefore, 

increase the percent of investment supported by 

shareholder funds. The Company also presents three 

financial witnesses, Theodore K. Wood, Frank J. Hanley, 

and Steven M. Fetter, who further explain the benefits of 

improved credit ratings on debt that result in lower debt 
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2. 24 

A. 24 

2. 2 5  

A. 25 

Q. 26 

A .  26 

cost and increasing the percent of rate base supported by 

common equity. 

How can management go about increasing net income? 

The components of net income are the same as the 

components that make up the cost of service in this rate 

case, such as, operating margin (revenue less gas cost), 

labor, benefits, materials, contractor services, rents, 

etc. 

Does the customer benefit if management is successful in 

controlling the components that make up the cost of 

service or is successful in increasing net income? 

Yes. In addition to improving the Company‘s capital 

structure and lowering its cost of capital, to the extent 

that the Company’s management is successful at increasing 

margin or controlling costs, the customer benefits in 

either longer periods between rate cases or smaller 

increases in rates when a rate case is filed. 

Is RUCO’s position in this proceeding consistent with the 

position it took in the Company‘s last general rate case, 

Docket No. G-1551A-00-0309, Commission Decision No. 64172? 

No. In that proceeding, RUCO proposed a 50 percent 

disallowance of all five categories of MIP, which is less 

onerous than the proposed 67 percent disallowance in this 

case. Interestingly enough, RUCO has failed to provide 

any support for its more aggressive position. As such, 

RUCO’s position is unfounded and should be denied by the 

Commission. 
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Q. 2 7  

A. 2 7  

Q. 2 8  

A. 2 8  

Q. 2 9  

A. 29 

Q. 30 

A. 30 

Q. 31 

Is Staff's position in this proceeding consistent with 

the position it took in the Company's last general rate 

case? 

No. In that proceeding, Staff proposed a disallowance of 

two of the five categories of MIP (or 34.7 percent), 

which is also less onerous than its current position of a 

50 percent disallowance. Staff has also failed to provide 

any support for its more aggressive stance. As such, 

Staff's position is also unfounded and should be denied 

by the Commission. 

How did the Commission rule on MIP in the Company's last 

general rate case, Decision No. 64172? 

The Commission adopted Staff's proposal of a 34.7 percent 

disallowance of MIP. As such, if the Commission were to 

adopt a MIP adjustment consistent with Decision 

No. 64172, the disallowed portion would only be 

29.1 percent. My Rebuttal Testimony Exhibit No. -(M-1) 

illustrates how these disallowances were calculated in 

both instances. 

Have either RUCO or Staff challenged the overall 

reasonableness of employee or executive compensation? 

No. 

Have either RUCO or Staff presented testimony that the 

Company's overall compensation is excessive? 

No. 

What percentage of MIP does the Company contend should be 

included in the cost of service in this proceeding? 
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A. 31 The MIP aligns management’s compensation with their 

success in controlling costs and maintaining a high 

quality of service resulting in high customer 

satisfaction, to the benefit of the customer. A s  such, 

based upon the foregoing, the cost of MIP (similar to the 

cost of SERP) should be a permissible cost of service. 

The Company further asserts that Staff and RUCO have 

failed to present sound justification in support of a 

disallowance of any portion of MIP. MIP (similar to SERP) 

is a component of management’s total compensation and, 

absent clear and convincing evidence that the overall 

compensation is unreasonable, 100 percent of MIP should 

be included in the cost of service. 

TRANSMISSION INTEGRITY MANAGEMENT PROGRAM (TRIMPI 

2 .  32 

4. 32 

2. 33 

4. 33 

2. 34 

4. 34 

Please summarize RUCO’ s adjustment to the Company’s 

initially requested level of TRIMP expense. 

RUCO adjusts the Company’s TRIMP expense to reflect 

actual costs and also proposes to amortize the deferred 

TRIMP expense over seven years rather than the three 

years proposed by the Company. 

Does the Company accept RUCO‘s adjustment as reasonable? 

Yes. 

Please summarize Staff‘s proposed adjustment regarding 

TRIMP expense? 

Staff proposes to remove all TRIMP expenses from base 

rates and instead proposes the Company recover only 

50 percent of its TRIMP expenses through a surcharge. 
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Q .  3 5  

A .  3 5  

Q. 36 

A. 36 

Q. 37 

A .  37 

What is the latest estimate of actual and projected costs 

for the period 2004 through January 2009? 

The most recent estimate of actual and projected costs 

that were supplied by the Company in response to RUCO 

Data Request N o .  2-4 is $3,137,492 [see Rebuttal Exhibit 

No.- (RAM-2)] .  As such, the Company’s original estimates 

have been superseded by the estimates provided in 

response to RUCO 2-4, and the updated deferred cost 

provided in responses to Staff Data Request N o .  14-01, 

dated May 2 0 ,  2005. 

Does the Company agree with Staff that the TRIMP expense 

is significant? 

The $12.6 million program as originally envisioned by the 

Company would certainly be significant. However, the cost 

of the program has been greatly reduced. Now that the 

exact number of HCA miles is known and measurable, the 

cost of the program has been reduced by 75 percent. The 

Company is not aware of the impact that this significant 

reduction will have on Staff’s position because Staff has 

relied on the original estimated costs of the program. 

Does the Company agree with Staff that because the costs 

are estimated, they are not appropriate for inclusion in 

base rates? 

No. First the Company has incurred actual costs of 

$862,629 through July 2005 [see Rebuttal Exhibit No. 

(RAM-3)]. Second, the exact number of HCA miles is known 

at this time so the associated costs are also known. 
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Q. 38 

A. 38 

Q. 39 

A. 39 

Q. 4 0  

Third, the Company now has actual experience with the 

program, including contracts with outside venders who 

will carry out the program. 

What is the impact on the average residential customer’s 

bill of the original and updated cost estimates? 

Rebuttal Exhibit No.- (RAM-41, Sheet 1, calculates the 

average monthly impact amount that will appear on the 

customer’s bill given three scenarios. The first scenario 

provides the amounts using Staff’s 50 percent of the 

Company’s original $12.6 million estimate. The second 

scenario provides the amounts using Staff‘s proposed 

50 percent of the most recent cost estimates, and the 

third scenario provides the amounts using 100 percent of 

the most recent cost estimates. The annual average impact 

is $ 0 . 9 7 ,  $0.24, and $0.48, respectively. As such, the 

monthly amounts shown on the average bill will range from 

one to five cents a month. 

Should a DOT Safety Surcharge be shown as a separate line 

item on the customers bill? 

No. Given the limited space on a customer‘s bill and the 

very small monthly surcharge (as low as one cent), a 

separate line item on a customer’s bill is simply not 

warranted. 

Staff refers to the Nevada decision on Southwest’s 

application to defer TRIMP expense as a basis for its 

proposal that the Company recover only 50 percent of 

TRIMP expense. Please provide a description of the Public 
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Q .  41 

A. 41 

Utilities Commission of Nevada (PUCN) proceeding and the 

resulting Order. 

The Company‘s application for deferral of TRIMP expense 

was not part of Southwest’s general rate case in Nevada 

and was instead made in a subsequent application because 

the program and its resulting costs were not known or 

measurable during its Nevada general rate case. The PUCN 

has authorized the Company to defer 100 percent of its 

TRIMP expense from the effective date of its Decision 

(March 14, 2 0 0 5 )  until the effective date of the 

Company‘s next Nevada general rate case, or December 31, 

2 0 0 7 ,  whichever occurs first. As such, the Nevada 

decision simply does not support Staff’s proposal 

regarding TRIMP. 

What action does the Company recommend the Commission 

take with regard to TRIMP? 

The Company asserts that Staff has presented no 

justification that the Company recover only 5 0  percent of 

a federally-mandated expense necessary to provide safe 

and reliable service to its customers. Accordingly, the 

Commission should authorize the Company to recover 

100 percent of TRIMP expense in base rates and amortize 

the deferred costs over a seven-year period. 

PIPE REPLACEMENT PROGRAM 

Q.42 Did Staff oppose the Company’s proposal to change the 

percentages applied to writing-off certain pipe types 

addressed in the Settlement Agreement (Agreement) 
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A. 42  

2.  43 

A. 43 

2. 44 

4. 44 

~ 

attached to Commission Decision No. 58693? 

No. 

Did RUCO present testimony addressing the Company’s 

proposal to change the percentages applied to writing-off 

certain pipe types addressed in the Agreement? 

Yes. RUCO supports the Company‘s proposal with the 

exception of the following: (1) the write-off percentages 

that will be used on a go-forward basis, rather than from 

the time of the Company’s last Arizona general rate case; 

and ( 2 )  the plant adjustment as applied to 1960’s vintage 

steel, Aldyl A, and ABS pipe replacement from January 1, 

2000 through August 31, 2004.  

Does the Company agree with the RUCO pipe replacement 

proposal? 

Partially. The Company agrees with the portion of RUCO’s 

testimony that supports its proposal to calculate 

write-off percentages based on a new 40-year standard. 

However, the Company and RUCO disagree on the effective 

date of the new write-off percentages. The Company claims 

the effective date should be January 1, 2000  (the day 

after the test year-end in the last general rate case), 

while RUCO proposes September 1, 2004  (the day after the 

test year-end in this rate case). While in disagreement, 

the Company is also willing to concede the portion of 

RUCO‘s pipe replacement adjustment related to Aldyl A and 

ABS pipe expenditures that took place from January 2000  

through August 31, 2004 .  However, the Company does object 
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A. 4 5  

Q. 4 6  

A. 4 6  

to the portion of RUCO‘s pipe replacement adjustment that 

pertains to 1960s steel. The Company‘s position is that 

1960s steel pipe replacement expenditures are not 

eligible for write-off under the Agreement. 

Why does the Company disagree with RUCO’s proposed 

effective date of the new write-off percentages? 

The effective date should be January 1, 2000 (the day 

after test year-end in the last general rate case) 

because the write-off percentages derived using the 40- 

year standard more accurately reflect the determination 

of the remedial portion of eligible pipe replacement 

expenditures. 

Does the Commission have the authority to apply the 

write-off percentages derived from the 40-year standard 

to eligible pipe replacement expenditures that have 

occurred since the end of the test-year in the Company‘s 

last general rate case (January 1, 2 0 0 0 ) ?  

Yes. The Company is not asking to restate plant 

write-offs previously disallowed (as would be the case if 

an adjustment was made to plant write-offs recorded prior 

to the end of the test year in the Company’s last rate 

case). This is a new rate case and the Commission can 

determine the appropriateness of any capital expenditure 

for inclusion in rate base that has taken place since the 

end of the test-year in the Company’s last general rate 

case. Conversely, the Commission can determine what 

portion of a capital expenditures should be excluded from 
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A .  4 7  

rate base. 

Why does the Company disagree with RUCO’s adjustment that 

pertains to 1960s steel pipe replacement? 

As I stated in my direct testimony, 1960s vintage steel 

was never considered a defective material and was only 

included as part of the Agreement due to the lack of 

cathodic protection (or faulty installation practices). 

As such, replacement expenditures related to 1960s 

vintage steel do not qualify for write-offs pursuant to 

the Agreement because the Company was required to 

cathodically protect all of its steel pipe by 1998, which 

it did. Accordingly, all subsequent steel replacement 

expenditures should be considered normal and are not 

eligible for write-off under the Agreement. Absent 

evidence that any post-1998 steel pipe replacement was 

the result of faulty installation practices, this portion 

of the RUCO adjustment should be rejected. 

tNJURIES AND DAMAGES 

1. 48 

1. 48  

Did RUCO propose an adjustment to the two-part injuries 

and damages adjustment requested by the Company in this 

rate case proceeding? 

Yes. RUCO accepted the Company‘s insurance annualization 

portion of its injuries and damages adjustment and 

proposed a reduction to the self-insured normalization. 

However, RUCO’ s proposed reduction was based upon RUCO’ s 

misunderstanding that the Company’s calculation included 

one claim for $18.8 million. 

-17- 



2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

e l4 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

Q. 4 9  

A. 4 9  

Q .  5 0  

A. 5 0  

Q .  51 

A. 51 

Q .  52  

A. 5 2  

Q .  5 3  

Please explain RUCO’s misunderstanding further. 

The $18.8 million was actually the result of two claims 

that occurred in the same calendar year, but in different 

policy claim years. The first claim was for $10 million 

and the second was for $8.8 million. 

Has RUCO notified the Company that its position on 

injuries and damages will change? 

Yes. RUCO‘s response to Company Data Request No. 1 on 

this issue stated that after considering the fact the 

$18.8 million was, in fact, two claims, its position will 

change, and presumably, RUCO will withdraw its proposed 

injuries and damages adjustment. 

Did Staff propose adjustments to the level of injuries 

and damages expense requested by the Company in this rate 

case proceeding? 

Yes. Staff rejected, in its entirety, the Company’s 

insurance annualization and proposed 14-year self-insured 

normalization. 

What is the result of the Staff’s rejection of the 

Company’s injuries and damages adjustment that annualizes 

insurance policies in effect at the end of the test year? 

By rejecting the Company‘s insurance annualization, Staff 

is proposing that the level of insurance expense included 

in rates be set at the recorded amounts for the period 

that began September 1, 2003  and ended August 31, 2004. 

Is the level of insurance expense proposed by Staff 

representative of what the Company will experience during 
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Q. 54 

A. 54 

Q. 55 

A 55 

2. 56 

A .  56 

the period of time that the rates established in this 

proceeding are in effect? 

No. Staff’s proposed adjustment is significantly lower 

than what Southwest will experience during the period of 

time that rates from this proceeding will be in effect. 

What is the basis for the Staff‘s rejection of the 

Company’s insurance annualization? 

Staff expresses concern that the increase in the 

Company‘s insurance expense may be the consequence of a 

poor claims history and invites Southwest to present 

additional information on this issue, which may result in 

Staff changing its position. 

Is the Company providing additional information in 

response to Staff’s concerns? 

Yes. Company rebuttal witness Robert M. Johnson presents 

testimony that explains that the increase in the 

Company’s insurance expense is not the result of a poor 

claims history. 

What is the result of the Staff’s rejection of the 

portion of the Company‘s injuries and damages adjustment 

that normalizes self-insurance? 

By rejecting the 14-year normalization portion of the 

Company’s injuries and damages adjustment, the Staff is 

incorrectly assuming that the test year net activity is 

representative of the net activity of self-insured 

expense that will be experienced during the period of 

time that rates resulting from this proceeding will be in 
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Q. sa 

A. sa 

effect . 
Please explain what you mean by the net activity of 

self-insured expense. 

Self-insured activity consists of two types of journal 

entries in the accounting system. The first type of 

journal entry is a debit (increase) for amounts that the 

Company believes it is likely to pay as a result of an 

incident. The upper amount of the entry is limited to the 

maximum amount of self-insured retention that the Company 

has contracted for in its insurance policies. The other 

side of the entry is to a balance sheet liability 

account. If the claim is ultimately paid, no further 

entry is made to expense. If the expected amount that was 

previously accrued for a claim is reduced due to a 

favorable resolution, the lowered amount or the entire 

amount that was previously accrued is recorded in a 

journal entry as a credit (decrease) to expense. The net 

activity recorded during any 12-month period is the net 

of the debits and credits. 

Please explain Rebuttal Exhibit No.- (RAM-5) * 

Rebuttal Exhibit No. (RAM-5), Sheet 1, shows the test 

year direct Arizona net monthly self-insured activity by 

case number. During the test year, there were $2,440,000 

of debits (additions) to expense and $2,029,000 credits 

(reductions) to expense. Depending on which month the 

test year ended, the net activity could differ 

dramatically; thus, the reason for normalizing the 
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Q .  5 9  

A .  59  

Q .  60 

A. 60 

Q .  61 

self-insured activity over a multi-year period. Sheet 2 

of Rebuttal Exhibit No. (RAM-5) is the test year System 

Allocable net monthly self-insured activity by case 

number. In this instance, System Allocable refers to 

events that involved corporate employees or facilities. 

Can the net 12-month activity fluctuate dramatically from 

one year to the next? 

Yes. In any one year there could be a large net activity 

debit and/or large net activity credit. A 12-month period 

with net credit activity can occur when the reversal of a 

previous year‘s activity exceeds the debit accrual of the 

current year. Each year can be significantly different 

than any other year. 

How has the fluctuation of the self-insured portion of 

insurance expense been addressed in the Company’s 

previous rate cases? 

In the general rate cases filed by the Company in its 

three-state service territory, self-insurance is 

typically normalized using a five-year average. As I 

stated in my direct testimony, the Company is proposing a 

change from a five-year to a 14-year average since the 

size of the year-to-year fluctuations in the net activity 

for self-insurance is likely to increase due to the 

change in the level of self-insurance that must be 

covered by the Company. Using a 14-year period levels out 

fluctuations over a longer period of time. 

Is Staff’s reliance on the test year net direct Arizona 
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Q .  61 

A. 61 

Q. 62 

A. 62 

self-insured activity a change from prior rate case 

methodologies? 

Yes. Furthermore, Staff has produced no evidence 

supporting the reasonableness of the test year net 

activity as a level of expense that is likely to be 

experienced during the period of time that rates from 

this proceeding will be in effect. 

Are there any other ratemaking changes that the Company 

is proposing that impact the normalized level of 

self-insurance? 

Yes. In the general rate cases filed by the Company in 

its three-state service territory, self-insurance amounts 

are assigned to a rate jurisdiction directly. Given the 

change in the level of self-insurance, the Company 

proposes to allocate self-insurance expense using the 

same methodology used to allocate insurance expense. 

Insurance expense is first allocated to Paiute Pipeline 

Company using the FERC-approved Modified Massachusetts 

Formula. The net remaining amount is allocated to the 

Company’s three-state retail rate jurisdiction using the 

Four Factor allocation methodology. In this proceeding, 

Arizona’s allocation of self-insurance is less than if it 

was directly assigned. 

Should Staff’s adjustment be rejected? 

Yes. Staff has failed to present evidence sufficient to 

justify a change in methodology that has long been 

accepted by the Commission. To the contrary, Southwest 
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A. 63 

has presented sound justification in support of the 

practice of normalization as a basis for establishing a 

reasonable level of self-insurance expense. 

Does this conclude your prepared rebuttal testimony? 

Yes, it does. 
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Southwest Gas Corporation 
Docket No. G-01551A-04-0876 

BEFORE THE ARIZONA CORPORATION COMMISSION 

Prepared Rejoinder Testimony 
of 

ROBERT A. MASHAS 

INTRODUCTION/BACKGROUND 

3 .  1 

A. 1 

3. 2 

A. 2 

3 .  3 

A. 3 

Please state your name and business address. 

My name is Mr. Robert A. Mashas. My business address is 

5241 Spring Mountain Road, Las Vegas, Nevada 89150-0002. 

Are you the same Robert A. Mashas who sponsored direct and 

rebuttal testimony on behalf of Southwest Gas Corporation 

(Southwest or the Company) in this proceeding? 

Yes, I am. 

What is the purpose of your prepared rejoinder testimony? 

I am responding to specific issues addressed in the 

surrebuttal testimonies of Arizona Corporation Commission 

(Commission) Utilities Division Staff (Staff) witnesses, 

Mr. James J. Dorf and Mr. William H. Musgrove. In 

addition, I am responding to specific issues raised in 

the surrebuttal testimonies of the Residential Utility 

Consumer Office (RUCO) witnesses Ms. Marylee Diaz Cortez 

and Mr. Rodney L. Moore. My rebuttal and rejoinder 

testimony may not specifically respond to each issue or 

argument brought forth by the respective intervening 

parties in their direct and surrebuttal testimony. My 

silence should not be taken as acceptance of any 
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Q. 4 

A. 4 

Q. 5 

A. 5 

intervening party’s position, but rather that my 

previously filed direct and rebuttal testimony adequately 

supports the Company’s position. 

Did YOU prepare exhibits to support your rejoinder 

testimony? 

Yes. I prepared exhibits identified as Rejoinder Exhibit 

No.- (RAM-1) through Rejoinder Exhibit No.-(RAM-3). 

Please summarize your rejoinder testimony. 

My rejoinder testimony will address the following issues: 

Supplemental Executive Retirement Program (SERP) : 

RUCO‘s proposed disallowance of SERP. 

Management Incentive Program (MIP) : RUCO ‘ s 

recommendation that 67 percent of MIP be disallowed 

and Staff’s recommendation that 50 percent of MIP be 

disallowed. 

0 Transmission Integrity Program (TRIMP) : Staff’s 

proposal to share (shareholder/customer) or disallow 

a portion of the cost of a federally-mandated safety 

program and the ”DOT Pipeline Safety Surcharge” as a 

mechanism to recover TRIMP-related expenses. 

Pipe Replacement Program: The Company’s disagreement 

with RUCO as to the effective date for applying the 

write-off percentages derived using the 40-year 

standard for certain pipe replacement expenditures. 

Injuries and Damages: RUCO’s proposed reduction to 

the Company ’ s self-insured retention (SIR) 
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normalization and Staff's proposal to calculate the 

SIR using a ten-year average. 

0 Line Extension Practice, Residential Class Results 

and Declining Average Use: Staff's assertion that 

declining average residential use per customer has 

not impacted the Company's results of operations and 

its concern over the validity of the Company's claim 

that new customers earn 9.20 percent while the 

residential class is earning 2.29 percent. 

SUPPLEMENTAL EXECUTIVE RETIREMENT PROGRAM (SERP) 

Q- 6 

A. 6 

Q. 7 
A. 7 

Does RUCO continue to recommend excluding SERP-related 

costs from operating expenses? 

Yes. RUCO, in the surrebuttal testimony of Mr. Rodney L. 

Moore, continues to support its adjustment to remove SERP 

costs from operating expenses. 

Please comment on RUCO's analysis. 

RUCO embarks on a mathematical exercise that it purports 

to be proof that the Company's SERP expense is excessive 

and should be removed from operating expenses. RUCO 

divides the number 12 (officers whose salaries are 

greater than $160,000) by the number 1,712 (Arizona 

direct and corporate system allocable employees included 

in this proceeding) to get the number 0.70 percent. RUCO 

then divides the $1, 849,069 SERP expense by $48,004,348 

(total benefits of the 1,712 employees) to get the number 

3.85 percent. Since the 3.85 percent is larger than the 

0.70 percent, RUCO opines that this demonstrates the 
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Q. 8 

A. 8 

Q. 9 

A. 9 

Q. 10 

A. 10 

Company's SERP is excessive. 

Are there any flaws in RUCO's analysis? 

Yes. The SERP cost represents the accrual required to 

compensate all officers (both current and retired) for 

the limitations resulting from the Internal Revenue 

Service regulations that restrict the upper amount of the 

Basic Retirement plan (BRP) earnings, as well as the fact 

that compensation deferred under the Executive Deferred 

Compensation Plan is excluded from the BRP computation. 

The SERP accrual calculation takes these factors into 

consideration for a total of 53 current and retired 

officers. If the 1,712 is divided by 53 rather than 12, 

the number derived is 3.10 percent, which is not 

significantly different when compared to the 3.85 percent 

number computed by RUCO. 

Is either of the numbers (0.70 percent or 3.10 percent) 

relevant when determining the appropriateness of 

including SERP costs in rates? 

No. The Company has provided this correction to 

demonstrate to the Commission that RUCO has yet to focus 

on the Company's top executives' overall compensation 

package and has not provided any analytical evidence that 

the overall compensation is excessive. 

Should the Commission reject RUCO's proposal to remove 

the entire cost of SERP from operating expenses? 

Yes. For the reasons provided in my rebuttal testimony 

and the fact that RUCO has not shown that the Company's 
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overall executive compensation package is excessive, the 

Commission should reject RUCO's proposed SERP adjustment, 

which is consistent with the Commission's decision in 

2001, Decision No. 64172. 

1 MANAGEMENT INCENTIVE PLAN (MIP) 
Q.11 Does RUCO provide any reasoning why the Commission should 

now accept its proposed arbitrary 67 percent disallowance 

given the fact that the Commission rejected RUCO's 

arbitrary 50 percent disallowance in the Company's last 

rate case? 

A.ll No. RUCO provides no evidence why its current proposal to 

disallow 67 percent of MIP is more appropriate than the 

previous Commission-rejected 50 percent. Also, RUCO 

provides no testimony addressing why the Commission 

should change the methodology it adopted in the Company's 

last general rate case of allowing 100 percent of the 

three "non-return on equity" factors that resulted in a 

71 percent test year MIP expense recovery and the 

disallowance of the two "return on equity" factors that 

resulted in 29 percent of the MIP being disallowed from 

recovery. 

Q. 12 Is RUCO's position that the benefits of cost containment 

measures go to the shareholders between rate cases a 

valid reason to disallow 67 percent of MIP? 

A.12 No. Cost reductions experienced between rate cases are 

needed to offset cost increases not addressed in the 

ratemaking process (inflation, wage and benefit 
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2. 13 

A. 13 

2. 14 

increases, non-revenue producing capital expenditures to 

name a few; also see my direct testimony page 7, line 22 

through page 11, line 24). The ratemaking process 

constitutes a natural sharing mechanism; between rate 

cases cost reductions offset cost increases, until the 

next rate case where cost savings experienced since the 

last rate case are passed on to the customer in the form 

of a lower cost of service had the cost reductions not 

taken place. 

Please comment on RUCO's statement that an improved 

capital structure is desirable and could positively 

impact Southwest's cost of capital. 

The RUCO statement is apparently in response to the 

Company's rebuttal testimony where I state that 

management's focus on improving return on equity benefits 

the customer through an improved capital structure, thus 

increasing the percent of utility investment supported by 

shareholder funds and, in turn, a lower cost of debt. The 

Company agrees with RUCO on this issue. Apparently Staff 

also does when it states "Staff would agree that the five 

factors, if successfully achieved, could derive benefits 

for both ratepayers and shareholders" (surrebuttal 

testimony of James J. Dorf, page 10, lines 1 through 2). 

Does Staff's acknowledgment that all five factors 

(including the two return on equity factors) and RUCO's 

return on equity goals leading to an improved capital 

structure favorably address the Commission's concern on 
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this issue expressed in Decision No. 64172? 

A. 14 Yes. The Commission stated in Decision No. 64172, 

page 13, lines 7 and 8 that “Southwest could not state 

how reaching return on equity goals benefits ratepayers. ” 

Based on the acknowledgement of Staff and RUCO, the 

Company has now provided evidence that was apparently 

lacking in its last general rate case. 

Q.15 Please comment on RUCO’s assertion that management’s 

focus on improving return on equity has not resulted in 

an improved capital structure. 
I 
A. 15 RUCO provides the capital structures for the years ended 

1999 through 2004, and opines that little or no 

improvement has taken place during the last six years, 

i.e. 1999 common equity (35.8 percent) compared to 2004 

(35.9 percent). RUCO’s analysis is incomplete, and thus 

misleading. when comparing 2001 (33.0 percent) to 2004 

(35.9 percent), the common equity weighting has increased 

by 8.8 percent [ (35.7-33.0) divided by 33.01 . Furthermore, 

the Company’s June 2005 common equity weighting is 

37.2 percent, which represents a 13.4 percent increase 

when compared to 2003. The Company considers this to be a 

significant improvement in its capital structure. 

Q. 16 Are there circumstances beyond management’s control that 

have limited its ability to improve the Company‘s capital 

structure? 

A.16 Yes. Company witness Theodore K. Wood, in his prepared 

direct, rebuttal and rejoinder testimonies, details the 
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Q. 17 

A. 17 

steps the Company has taken to improve its capital 

structure. Also, regardless of all the steps taken by 

management to improve earnings and capital structure, 

there are certain circumstances beyond its control that 

offset these measures. First, management, in most cases, 

only has control as to the timing of the filing of rate 

cases. Management has no control over the time it takes 

to process the rate case once filed. The time it takes 

the Commission to process an increase in rates (margin) 

represents the "regulatory lag" which results in reduced 

earnings to the detriment of common equity. Second, 

management has no control over changes in appliance 

efficiency or housing standards. To the extent that 

legislation addressing improved efficiencies in appliance 

and/or housing standards or conservation programs 

(including, Commission-mandated DSM programs) result in 

reduced gas use, this will ultimately translate into 

reduced Company earnings given that the recovery of a 

substantial portion of the cost of service is dependent 

on gas usage. 

Please illustrate how regulatory lag and declining 

average residential usage have impacted the Company's 

capital structure? 

Rejoinder Exhibit No.- (RAM-1) shows the Company's 

June 30, 2005 actual capital structure (37.2 percent 

common equity) and as adjusted for the after-tax 

regulatory lag that is detailed on my direct testimony 
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Q. 18 

A. 18 

Exhibit No. - (RAM-2), sheet 1 of 1, line 7(h). The 

percentage of utility investment that would be financed by 

common equity would increase to 40.2 percent. The 

40.2 percent common equity component would be 42.0 percent 

when adjusted for the ten-month regulatory lag resulting 

from this case (August 2004 through June 2005). When 

adjusted for the negative financial impact of declining 

average residential use [derived on my direct testimony 

Exhibit No.- (RAM-l), sheet 4, line 18(1) and sheet 6, 

line 18(1)] , the common equity component increases to 

48 percent. The impact of regulatory lag and declining 

residential use has negatively impacted common equity by 

as much as 10 percent. Despite these obstacles, the 

Company's management has been able to increase the common 

equity component by 13.4 percent since December 2003. 

Should the Commission in this case provide the same 

ratemaking treatment (full cost recovery) for the costs 

related to the two common equity MIP factors (which focus 

on cost containment and improved earnings) as it did for 

the three factors that focus management on increasing 

employee productivity and providing exceptional customer 

service? 

Yes. The Staff, RUCO, and the Company now agree that the 

two MIP factors that focus management's attention on 

improving earnings (return on equity), and that represent 

29.1 percent of the test year expense, benefit the 

customer through an improved capital structure that will 
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ultimately result in a lower cost of capital required to 

finance the utility’s investment. Consistent with its 

treatment in the Company‘s last rate case (100 percent 

inclusion of two employee productivity factors and one 

customer service factor) , the Commission should allow the 

inclusion of 100 percent of the costs related to the two 

factors that focus on improved earnings. The Company has 

successfully addressed the Commission’s concern as stated 

in Decision No. 64172, that the Company was not able to 

demonstrate that reaching return on equity goals (improved 

earnings) benefits customers. Consistent with its decision 

in the Company’s last general rate case, the Commission 

should reject the arbitrary percentage disallowance of the 

MIP factors as proposed by Staff and RUCO. 

TRANSMISSION INTEGRITY MANAGEMENT PROGRAM (TRIMP) 

Q. 19 

A. 19 

Please cite the language contained in the Public 

Utilities Commission of Nevada (PUCN) order that 

authorizes the Company to defer 100 percent of its TRIMP 

cost. 

The PUCN, at the top of page 8, paragraph 40 of its 

Decision, pursuant to Docket No. 04-9012, states: 

Southwest acknowledged that pursuant to the 
Uniform System of Accounts, which the 
Commission adopted by reference in NAC 704.640, 
the deferral of the TRIMP related costs in 
Account No. 182.3, Other Regulatory Assets, 
could not occur without regulatory agency 
approval. The Commission does not grant the 
authority until the effective date of this 
Order. Therefore, Southwest should be 
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authorized to defer its TRIMP Costs accrued, on 
a going forward basis only, upon the effective 
date of this Order until December 31, 2007, or 
the effective date of the Company's rates set 
in Southwest's next general rate case, which 
ever is earlier. All deferred amounts in the 
regulatory asset will be subject to a prudence 
review in Southwest's next general rate case. 
(Emphasis added) 

With respect to the prudence review, a11 incurred 

utility costs requested for recovery in rates are subject 

to a review for prudence at the time of the request for 

recovery. The Company is authorized to defer and recover 

in its next general rate case, all prudently incurred 

TRIMP-related expense from March 16, 2005 through 

December 31, 2007, or the effective date of new rates, 

whichever is earlier. The Staff's reliance on the PUCN 

decision authorizing the deferral of all TRIMP expenses 

is not a proper basis for its position to allow the 

Company to only collect 50 percent of a prudently 

incurred expense that is necessary in order to comply 

with a federally-mandated safety program. In fact, it 

supports the Company's position that all TRIMP-related 

expenses should be recovered in rates. 

Is the Company confident that its current TRIMP estimates 

will reasonably reflect the level that will be incurred 

during the period that rates in this proceeding will be 

in effect? 

Yes. The actual TRIMP-related pipeline mileage is known 

and the Company has actual experience in carrying out 
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Q. 21 

A. 21 

Q. 22 

A. 22 

Q. 23 

A. 23 

this program. Consequently, Southwest is confident its 

current estimates are reasonably accurate. Also, a 

portion of the TRIMP expense being requested is an 

amortization of the actual costs incurred to date 

($899,716 through August 31, 2005). 

Who is at risk if the cost of the program is more than 

Southwest’s current estimates? 

Until the effective date of the Company’s next rate case, 

the shareholder is at risk, not the customer. 

Is a tracking mechanism inherently wrong? 

No. Allowing a utility to recover only 50 percent of a 

necessary and reasonable expense is wrong. A tracking 

mechanism that guarantees that the Company only recovers 

its actual cost of complying with the new federal safety 

regulations protects both shareholders and the customer, 

but it should not be the basis to disallow 50 percent of 

the expenses of the program. The Company could accept a 

tracking mechanism, but only if it ensures that the 

Company is reimbursed for 100 percent of its actual cost 

of complying with the federal regulations. 

Will a separate line item on a customer‘s bill that will 

average $0.04 per month ($0.48 per year divided by 

12 months) provide the customer with valuable information 

that justifies a separate identification? 

No. The $0.04 average monthly amount, $0.00 or $0.01 

during the summer season, does not warrant separate 

identification on the customer’s bill. The Commission 
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should reject the Staff’s proposal for a separate line 

item on the customer’s bill for an expense that is very 

small on a monthly basis, and instead include the expense 

in base rates. 

PIPE REPLACEMENT PROGRAM 

Q. 24 

A. 24 

2 .  25 

4. 25 

Does the Company agree with RUCO’s position regarding the 

Commission’s lack of authority to change the write-off 

percentage for Aldyl HD pipe replacements? 

No. Southwest submits that the Commission has the 

authority to determine the level of cost that is just and 

reasonable given the facts that are presented in this 

proceeding. The expenditures in question relate to pipe 

footage and the associated cost that took place after the 

test year in the Company‘s last general rate case, and as 

such, have never been included in rates. The Company’s 

position is that the Commission has the authority to 

determine the level of cost that is just and reasonable 

given the facts that are present at this time. The 

Company submits that to go back and recapture the portion 

of pipe replacement cost that has previously been 

excluded from rates through the ratemaking process, and 

now include such costs in rates, would be retroactive 

ratemaking. 

In this proceeding, what choice does the Commission have 

on this issue? 

The Company contends that the Commission has the 

authority to determine the appropriate level of pipe 
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replacement expenditures that should be borne by the 

customer. The Commission has the authority to calculate a 

write-off, if any, by using the write-off percentages 

contained in the 1993 Agreement, which all parties to 

this proceeding agree, at least on a go-forward basis, no 

longer accurately reflect the portion of replacement 

expenditures that should be excluded from rates. 

Alternatively, the Commission can calculate the write-off 

using the percentages derived from the 40-year standard, 

that all parties to this proceeding agree more accurately 

reflect the portion of pipe replacement that should be 

removed from rates. The Company recommends that the 

Commission use the rates derived from using the 40-year 

standard. 

INJURIES AND DAMAGES 

Q. 26 

A. 26 

Q. 27 

Has the Company’s position changed in regards to its 

adjustment for injuries and damages? 

No. However, the Company is willing to accept the Staff’s 

proposal to use a ten-year average for the normalization 

of the self-insured portion of liability claims. In 

regards to RUCO’s proposed adjustment, the Company also 

continues to disagree. However, by adopting a ten-year 

average, this disagreement goes away because RUCO’s 

proposed adjustment concerns activity that is beyond the 

ten years used by Staff. 

Does the Company have any other comments or 

clarification? 
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A. 27 Yes. The Company respectfully requests that both the 

liability expense and the self-insured portion of claims 

be considered system allocable expense. Consistent with 

all system allocable expense, Paiute Pipeline Company is 

first allocated its portion of system allocable expense 

using the Modified Massachusetts Formula. The net 

remaining balance is allocated to all state jurisdictions 

using the 4-Factor Allocation Methodology. Company 

witness Ms. Randi L. Aldridge detailed this procedure in 

her prepared direct testimony. Since this constitutes a 

change in ratemaking for this expense, the Company 

requests that if the Commission accepts this methodology, 

that it clearly state this in its order. 

LINE EXTENSION PRACTICE, RESIDENTIAL CLASS RESULTS 
AND DECLINING AVERAGE USE: 

Q. 28 

A. 28 

What portion of the surrebuttal testimony of Staff 

witness Mr. William H. Musgrove will you be addressing in 

this portion of your rejoinder testimony? 

I will address Mr. Musgrove's surrebuttal testimony 

beginning on page 3, line 10 and ending on page 5, 

line 26. Specifically, I will address how the Company's 

line extension policy and practices ensure that new 

customers can provide the authorized 9.20 percent return 

on an incremental basis, while the residential class as a 

whole, is earning 2.29 percent. 

I will also address that, even though the total 

number of therms sold to the residential class has 
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Q. 29 

A. 29 

exceeded the total level used to establish rates in the 

Company's last general rate case, the decline in average 

use per residential customer has resulted in the recovery 

of less margin both on a per customer basis and a total 

basis than would otherwise have been realized. This is 

due to the fact that residential customers have 

historically been assigned a significant portion of the 

cost of service to be recovered through gas consumption 

and the average use, as measured on a per customer basis, 

has declined over the last 20 years. 

I will further demonstrate that the decline from 

previous authorized levels, in average residential use, 

has occurred for both new customers and existing 

customers. 

Please explain how the Company's line extension practices 

ensure that new customers provide at least the authorized 

rate of return (9.20 percent)? 

In compliance with the Commission's directive resulting 

from the Company's last general rate case, my direct 

testimony beginning on page 22 (question and answer 42) 

addresses the Company's line extension practices as 

contained in Southwest Tariff Rule No. 6 (Rule No. 6). 

The profitability of new customers is addressed during 

the line extension process, which begins with a 

customer's request for service. Rule No. 6 requires that 

the Company compare the "incremental" new customer margin 

to the incremental expense and investment in order to 
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Q. 30 

Q. 30 

determine the level of customer advance or contribution 

required to ensure that the new customers are providing 

at least the authorized (9.20 percent) rate of return on 

an incremental basis. In other words, if the incremental 

margin (both the fixed basic service charge and the 

volumetric charge) is not sufficient to provide the 

authorized rate of return, the Company can remedy this 

situation by requiring either the builder or the customer 

to provide a refundable customer advance or permanent 

contribution. As such, to the extent that new customer 

average use is less than the system average use that was 

utilized to establish rates in the Company’s last general 

rate case, this shortfall is remedied through the line 

extension process. 

Please provide some of the reasons why the Company’s 

class cost of service study at present rates contained in 

Supporting Schedule G-lA, Sheet 1, line 37(d) shows that 

the residential class is earning 2.29 percent? 

My direct testimony beginning on page 7, question 13 

provides some of the major reasons and underlying causes 

for the deficiency (all customer classes) in this 

proceeding. My testimony categorizes the reasons into four 

areas. The first is the decline in residential use since 

the Company‘s last general rate case ($15.0 million). 

The second is increases in operation and maintenance 

(O&M) expense ($24.0 million). In my direct testimony, I 

go on to detail the components of O&M expense, such as 
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2. 31 

4. 31 

general wage increases, increases in labor due to 

within-grade movements, benefits, inflation, changes in 

federal and local safety guidelines, to name a few. 

The third is the Company’s proposal for an increase 

in the cost of capital above the levels previously 

authorized by the Commission. This category does not 

impact recorded results, but does impact the amount of 

the deficiency requested in this proceeding. 

The fourth area mentioned in my testimony is 

injuries and damages. This area is a separate component 

of the O&M increase and for purposes of my direct 

testimony was addressed separately. 

Please explain how new customers can provide at least a 

9.20 percent return while the Company’s class cost of 

service study at present rates, contained in Supporting 

Schedule G-lA, Sheet 1, line 37(d), shows that the 

residential class is earning 2.29 percent. 

In order for the Company to earn its authorized rate of 

return, the following three events must occur: 

(1) existing customers (included in the last rate case) 

must generate the margin levels used to establish rates 

in the last rate case; (2) new customers (post-test year) 

must provide the authorized rate of return on an 

incremental basis; and (3) other sources of revenue or 

cost savings must be realized to offset cost increases. 

Unlike new customers, the Company is only able to remedy 

the earnings shortfall impacting all customer classes 
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2. 32 

4 .  32  

(including residential) through the ratemaking process. 

The Company is unable to request customer advances and/or 

contributions to offset declining use or cost increases. 

Assuming no customer growth, if the existing customers 

use natural gas at the levels used to establish the 

commodity portion of rates, the Company will recover the 

cost of service established in the rate case, but will be 

deficient with respect to cost increases that occur 

subsequent to the test year. If the usage level declines, 

the margin shortfall from authorized levels will add to 

the deficiency caused by cost increases. Both scenarios 

may be components of a deficiency in a rate case. 

Therefore, new customers can provide the authorized rate 

of return on an incremental basis, while the residential 

class as a whole can be contributing 2 . 2 9  percent on a 

fully embedded cost of service basis. 

Please comment on Mr. Musgrove‘s attempt to show that 

total residential recorded volumes have exceeded the 

residential volumes authorized in the Company’s last 

general rate case. 

Mr. Musgrove describes a confusing analysis in an attempt 

to prove his position that total residential recorded 

volumes have exceeded authorized residential volumes. A 

comparison of how the current rates were designed in the 

Company’s last general rate case (Supporting Schedule 

H-2) and the authorized results applicable to this 

proceeding (Schedule H-2, Sheet 1 of 16) would show 
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current residential rates were designed for 655,995 

customers (7,871,941 bills / 12) using 254.8 million 

therms for an average use of 388 therms. The cost of 

service assigned recovery from the residential class was 

$179.8 million or an average margin per customer of 

$274.13. 

In this proceeding, Supporting Schedule H-2, Sheet 1 

of 16, shows that 791,410 average customers (9,496,924 

bills / 12) used 274.6 million therms for an average per 

customer use of 347 therms and a realized average margin 

per customer of $255.85, or $18.28 less than the margin 

per customer that resulted from the rate design used in 

the last rate case. The Company acknowledges that in this 

case, 791,410 customers used more therms than the 655,995 

customers used to establish rates in the Company's last 

rate case. However, the Company notes that the 347-therm 

average residential use experienced in this proceeding is 

less than the 388-therm average used to establish 

residential commodity margin rates in the Company's last 

general rate case. The Company also notes that 65 percent 

of the residential margin was assigned recovery through a 

volumetric charge and the 41 therm reduction (388 - 347) 

in average use created an $18.28 per customer shortfall, 

or a $14.5 million total shortfall ($18.28 per customer 

times 791,410 customers) for the residential class. The 

fact that average customer use declined did not cause any 

of the Company's expenses to decline. The shortfall 
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Q .  33 

A.  3 3  

Q. 3 4  

between rate cases is a detriment to the Company and is a 

major component ( 2 0 . 5  percent) of the filed deficiency in 

this proceeding ( $ 1 4 . 5  million shortfall / $ 7 0 . 8  million 

deficiency). 

Please explain Rejoinder Exhibit No.-(RAM-2). 

Rejoinder Exhibit No.- (RAM-2) shows how the current 

residential rates were designed and the amount of margin 

that current rates recover in this proceeding (Supporting 

Schedule H-2, Sheet 1 of 1 6 ) .  In the current test year, 

the residential class has used 1 9 , 8 3 0 , 3 2 4  more therms 

than in the test year ended December 3 1 ,  1 9 9 9 .  The 

winter/summer first tier contains 1 9 , 5 9 6 , 9 0 2  ( 3 , 2 2 7 , 1 6 0  + 

1 6 , 3 6 9 , 9 0 2 )  more therms while the winter/summer second 

tier contains only 2 3 3  , 422 more therms. The $22  , 6 5 4 , 7 8 8  

increase in margin consists of $ 1 2 , 9 9 9 , 8 6 4  [basic service 

charge (BSC)], $ 9 , 5 6 0 , 7 5 3  (winter/summer first tier) and 

$ 9 4 , 1 7 1  (winter/summer second tier) . Clearly the decline 

in margin impacts the winter/summer second tier margin 

the most. Company witness A. Brooks Congdon supports a 

rate design (with CMT) that reduces the declining use 

impact by lowering the second tier margin rate to 

$ 0 . 2 5  per therm and reducing the second tier block to 

greater than 3 0  therms (winter) and greater than 8 therms 

(summer) . 

Does the fact that the residential customer class 

consists of more customers, and does the fact that there 

are more total therms being sold, than was used to design 
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Q. 35 

A. 35 

current rates in the Company’s last general rate case, 

change your position on the financial impact on both the 

Company’s earnings between rate cases and the deficiency 

in this proceeding? 

No. Current rates were designed to recover, on average, 

$274.13 per customer and those same rates now recover 

$255.85. The cause for the decline in margin recovery was 

the result of assigning 65 percent of the margin to 

volumetric usage, which has been declining. The Company‘s 

position is that how rates are designed today directly 

impacts how much margin the Company will recover 

tomorrow. 

Please explain Rejoinder Exhibit No.-(RAM-3). 

Rejoinder Exhibit No.- (RAM-3) illustrates how 

residential rate design can impact margin recovery. 

Rejoinder Exhibit No.- (RAM-3) compares the margin 

recovery in this proceeding given four different rate 

design proposals in the Company’s last rate case. The 

four scenarios are: 1) current rate design; 2) a BSC 

only; 3) current BSC ($8.00) and commodity recovery in 

first tier only; and 4 )  current BSC and commodity 

recovery in second tier only. 

Rejoinder Exhibit No.-(W-3) summarizes the 

results. All four scenarios designed rates to recover the 

$179.8 million cost of service assigned to the residential 

class in the Company’s last rate case. However, those four 

scenarios yielded significantly different margin at 
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Q. 36 

A. 36 

present rates using the customers and volumes in this 

case. The current rate design scenario produced 

$202.5 million in margin. The BSC-only scenario produced 

$216.9 million, or $14.5 million more than the rate design 

currently in effect. The BSC and first tier-only produced 

$206.6 million and the BSC and second tier-only produced 

only $193.1 million in margin. The $193.1 million 

represents a difference of $23.8 million when compared to 

a BSC-only rate design. 

The Company acknowledges that three of the four 

scenarios are extreme. They were simply used to prove a 

point. Only the margin included in the BSC can be counted 

on to be realized in future results of operations, and 

any margin assigned to the second tier is greatly at risk 

for recovery. Even the first tier, if established at too 

high a level (40/20 therms) can be at risk in a period of 

declining use. 

In lieu of a radical rate design that assigns all 

residential margin to the basic service charge or no 

margin to the second tier, what has the Company proposed 

to achieve the average margin per customer established in 

this rate case? 

Mr. A. Brooks Congdon and Company witness Edward B. 

Gieseking have proposed increases in the BSC, but nothing 

approaching the recovery of the entire residential cost 

of service from the BSC. In addition, they are proposing 

to reduce the tier blocks from the current 40/20 to 30/8, 
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2 .  37 

increase the margin rate per therm for the first tier, 

and reduce the margin rate for the second tier. This will 

also improve the chances of the Company achieving its 

average margin per customer, which will ultimately 

improve earnings and reduce future increases resulting 

from declining average residential use. Mr. Gieseking 

also supports the need for a CMT that will allow the 

Company to realize only the authorized margin per 

residential customer to the extent that the rate design 

changes that they propose do not, by themselves, correct 

the problem that is inherent in the current rate design 

methodology. Taken in total, the rate design proposals 

supported by both Mr. Gieseking and Mr. Congdon will 

enable the Company to realize the average margin per 

customer that results from the Commission’s authorized 

residential class cost of service in this proceeding. The 

realization of the average margin per customer during the 

time period that these rates are in effect will improve 

earnings and capital structure which ultimately will 

benefit the customer through lower debt cost and lower 

future rate increases. A CMT, however, will not guarantee 

that the Company will earn its authorized rate of return. 

The Company’s management will need to continue focusing 

on cost reduction measures that will be necessary to 

offset future cost increases. 

Does the Company agree with Mr. Musgrove‘s assertion that 

declining use is the result of new customer growth? 
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Q. 38 

A. 38 

No. Company witness James L. Cattanach provides extensive 

testimony that clearly shows that declining average 

customer use has been the result of both vintage 

(existing at the time of a rate case) and new (added 

subsequent to the test year of a rate case) customers. 

Attached to my prepared direct testimony is Exhibit 

No.- (RAM-l), sheets 4 and 5 of 6, which shows a 

comparison of the Phoenix and Tucson district's 

authorized and actual residential average use per 

customer. In Docket No. 86-301 (Central Arizona-Phoenix) 

and Docket No. 86-300 (Southern Arizona), both used a 

test year ended December 31, 1986, the average 

residential use was 556 therms. Mr. Cattanach in his 

Rejoinder Exhibit No.-(JLC-5) shows that the Arizona 

customers that used 556 therms in the 1986 rate cases are 

now using 342 therms. This substantial reduction did not 

occur overnight. As I have stated previously, during the 

nearly 20-year period that this reduction took place, the 

decline in average use has had a significant negative 

impact on earnings and capital structure. For each rate 

case subsequent to 1986, the Company has not been able to 

realize the residential margin on a per customer basis, 

to the detriment of the Company and its customers, 

through reduced earnings and capital structure attrition. 

Have "new" customers added subsequent to 1986 contributed 

to the decline in average use? 

Yes, Mr. Cattanach in his Rejoinder Exhibit No.-(JLC-4) 
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shows the test year August 31, 2004 average usage for 

customers residing in dwellings that first took gas 

service for years 1991 through 2002. The average 

residential use per customer ranged from 374 therms 

(1991) to 313 therms (2002). Current rates were 

established using all customers added through December 

1999 and the average use was 388 therms. Customers added 

subsequent to the test year in the last rate case 

(December 1999), average use ranged from 331 therms 

(2000) to 313 therms (2002). Accordingly, the decline in 

average use is also the result of new customer additions. 

To the extent that margin recovery was assigned to the 

commodity portion of new customer rates, the result was 

the Company was provided less than the authorized margin 

and all the negative impacts that result. 

Has the decline in average residential use from levels 

established in previous rate cases been the result of 

customers who reside in both old and new dwellings that 

use less natural gas? 

Yes. The decline in average residential use has been the 

result of customers residing in both old and new 

dwellings who are using less natural gas than the levels 

used to establish rates in previous rate cases. 

Does this conclude your prepared rejoinder testimony? 

Yes, it does. 
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Southwest Gas Corporation 
Docket No. - 

BEFORE THE ARIZONA CORPORATION COMMISSION 

Prepared Direct Testimony 
of 

FRANK J. HANLEY 

I. INTRODUCTION 

Please state your name, occupation and business address. 

My name is Frank J. Hanley and I am President of AUS Consultants - Utility 

Services. My business address is 155 Gaither Drive, P.O. Box 1050, Moorestown, 

New Jersey 08057. 

Please summarize your educational background and professional experience. 

I have testified as an expert witness on rate of return and related financial issues 

before 33 state public utility commissions, including the Arizona Corporation 

Commission (the Commission), the Public Services Commission of the Territory of 

the U.S. Virgin Islands, and the Federal Energy Regulatory Commission. I have also 

testified before local and county regulatory bodies, an arbitration panel, a U.S. 

Bankruptcy Court, the U.S. Tax Court and a state district c o k .  I have appeared on 

behalf of investor-owned companies, municipalities, and state public utility 

commissions. The details of these appearances, as well as my educational 

background, are shown in Appendix A supplementing this testimony. 

What is the purpose of your testimony? 

The purpose of my testimony is to provide evidence on behalf of Southwest Gas 

Corporation (Southwest or the Company) in the form of a study of the common 

1 
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equity cost rate which it should be afforded an opportunity to earn on the common 

equity financed portion of its Arizona jurisdictional rate base and to support the 

reasonableness of the use of a hypothetical capital structure consisting of 53% debt, 

5% preferred stock and 42% common equity capital as sponsored by Southwest 

Witness Mr. Theodore K. Wood. 

Q. 4 What are your recommended common equity cost rates? 

A. 4 They are 11.95% if the requested Conservation Margin Tracker (CMT) is not 

permitted to become effective and 11.70% if it is permitted to become effective. 

Both cost rates are applicable to the requested 42% hypothetical common equity 

ratio. My recommended cost rates would be higher if applicable to a lower common 

equity ratio due to greater financial risk. 

Q. 5 Have you prepared exhibits which support your recommended common equity cost 

rates as well as the reasonableness of the requested hypothetical capital structure and 

the resultant overall costs of capital? 

A. 5 Yes, they have been marked for identification as Exhibits - (FJH-1) through (FJH- 

15). 

Q. 6 What are the resultant requested overall costs of capital utilizing your common 

equity cost rates as well as the requested hypothetical capital structure and the debt 

and preferred equity cost rates sponsored by Southwest Witness Mr. Theodore K. 

Wood? 

A. 6 As shown on Exhibit - (FJH-l), Sheet 1, they are as follows: 9.40% if the 

requested CMT is not authorized and 9.29% if the requested CMT is authorized. 

23 
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2 II. SUMMARY 

3 Q. 7 Please summarize your testimony. 

4 A. 7 My summarization is divided into five sections as follows: Southwest’s Greater 

5 Risk, Capital Structure, Common Equity Cost Rate, Reality Check and Conclusion. 

6 

7 

A. Southwest’s Greater Risk 

Southwest is more risky than the average gas distribution company (LDC), as 

8 evidenced by its earned returns on common equity which have been substantially 

9 below those of comparable LDCs, while those of its Arizona operations have been 

10 only slightly higher than Southwest’s collectively. Those grossly substandard 

11 earnings have resulted in an actual capital structure which contains less than 

12 

13 

management’s desired percentage of common equity despite extraordinary measures 

on its part to bolster the equity ratio. 

14 In drawing conclusions about Southwest, it is important to do so in the 

15 context of comparison to other LDCs which are relatively comparable in risk. Two 

16 

17 

groups of LDCs were selected, a group of five and a group of eleven from Value 

Line’s Gas Distribution Industry. Based on bond ratings and Standard & Poor’s 

18 (S&P) business profiles, it is clear that Southwest is more risky than both proxy 

19 groups based on the following: 

20 

21 

22 

23 e 3 
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Bond Ratinas 
Moody’s S&P 

Bond Bond Business 
Rating Rating Profile 

Southwest Baa2 BBB- 3.0 
Proxy Groups: 
Five A2 A 1.8 
Eleven A2 A 2.0 

Source: Exhibit - (FJH-1 l), Sheet 2 of 9. 

Susceptibility to the Impact of Weather 
on Earnings Due to Lack of Weather Normalization Clauses (WNC), 
Weather Stabilization Insurance WSI), or Innovative Rate Design 

Weather Protection 

Southwest 
Proxy Groups: 
Five LDCs 
Eleven LDCs 

None 

3 with WNC plus 1 with WSI 
6 with WNC plus 3 with WSI plus 
1 with weather mitigation rate design 

Source: Exhibit - (FJH-4), Sheet 3 of 4 
Exhibit - (FJH-5), Sheet 3 of 7 

Comparative Impact of 
Declining Per Customer Consumption and Weather as well as 

Low Authorized Rates of Return on Actual Rates 
Earned on Book Common Eauitv 1997-2003 

- 2003 2002 2001 2000 1999 1998 1997 AVB. 

Southwest 6.10% 6.65% 5.79% 6.32% 6.89% 9.75% 2.87% 6.34% 
Total Arizona 
Jurisdiction 4.11 7.23 7.40 5.69 7.10 12.66 2.98 6.74 

Baa Rated 
P.U. Bonds 6.84 8.02 8.03 8.36 7.88 7.26 7.95 7.76 

Yield on Moody’s 

Proxy Groups: 
Five 11.88 12.29 13.55 10.66 12.34 11.26 12.78 12.11 
Eleven 12.86 11.35 12.56 11.13 11.48 9.28 12.70 11.62 

Source: Exhibit - (FJH-l), Sheet 4 of 4 
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The foregoing tables show that Southwest has experienced a totally 

substandard level of returns on its common equity investment, which was so low as 

to be below the yield on Moody’s Baa rated public utility bonds in six of the seven 

years as well as the average for the period, which has been attributable, among other 

things, to: 

(1) 

(2) 

Southwest’s rapid growth and related essential capital expenditures; 

Significant regulatory lag as 90% of its business is subject to historical 

ratemaking paradigms which exacerbate such lag when combined with 

significant infrastructure development; and 

The loss of substantial net income attributable to declining customer usage (as 

discussed in detail in Southwest Witness Mr. Cattanach’s testimony) and the 

related unrealized operating margins. 

All of the foregoing is reflected in Southwest’s lower (more risky) bond ratings 

and higher (more risky) business profile assigned by S&P vis-84s the proxy groups. 

Moreover, Moody’s Investors Service, on February 27, 2004, changed the outlook 

for the ratings on Southwest’s debt to negative from stable. That change recognized 

the foregoing and adverse impact on earnings and net cash flows. Greater credit risk 

also means greater risk to common shareholders. 

(3) 

B. CaDital Structure 

Southwest has made herculean efforts to boost its common equity ratio in the 

face of extsemely difficult circumstances, i.e., extraordinary growth and significant 

loss of margin due to lack of protection against declining per customer usage. That 

impact has been compounded by the inability to achieve the allowed average rates of 

5 
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return on common equity capital. In an effort% offset these handicaps, Southwest 

has not increased its common dividend since the Spring of 1994 and has increased 

the number of common stock shares outstanding by 67% since December 31, 1994 

so that 40.1% of all common shares outstanding at the end of the test year, August 

3 1,2004, have been issued subsequent to December 3 1,1994. 

Despite these efforts on the part of management, Southwest’s (total company) 

actual average permanent capital structure during the twelve months ended August 

31,2004 consisted of just 34.5% common equity. If the cumulative loss of operating 

margins attributable to declining per customer usage had been earned, assuming all 

other things remained the same, its capital structure at August 31,2004 would have 

contained a greater percentage of common equity capital. 

Southwest’s requested hypothetical capital structure ratios, which include 

42.0% common equity, are reasonable when compared to S&P’s new capital 

structure benchmarks for a BBB bond rating and a business profile of “3” which 

require a range of up to 45%. However, it must be kept in mind that the average 

LDC (and the two proxy groups) has an average bond rating of A and a business 

profile of about “2” which requires equity in the range of 42%-48% as derived from 

the information shown on Exhibit - (FJH-2), Sheet 14 of 15. Moreover, the 

requested hypothetical capital structure ratios which include 42% common equity are 

reasonable when compared to the average of about 44% maintained from 1999 

through 2003 by the proxy groups, keeping in mind that those ratios are based on 

total capital including short-term debt. Based on permanent capital, the proxy 
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groups maintained an average common equity ratio of about 50% during the 1999- 

2003 period as shown on Sheet 1 of Exhibit - (FJH-4) and (FJH-5). 

C. Common Eauitv Cost Rate 

The Efficient Market Hypothesis (EMH) is the foundation of modem 

investment theory. It tells us that investors (except those who illegally use insider 

information) take into account all publicly-available information which is then fully 

reflected in securities’ prices. Common sense affirms this proposition to be true as 

the markets consistently reflect the processing of new information. Inasmuch as the 

financial literature discusses various cost of common equity models - and actually 

encourages their use - it stands to reason that investors collectively rely upon the use 

of multiple models and not exclusively upon a single model. Consequently, reliance 

upon the four principal cost of common equity models discussed in the literature, and 

utilized by experts, regulators, analysts, academicians, etc., is essential. Those 

models are the Discounted Cash Flow Model (DCF), the Risk Premium Model 

(RPM), the Capital Asset Pricing Model (CAPM) and the Comparable Earnings 

Model (CEM) and all, as utilized by me, are market-based. 

Although there are a number of forms of the DCF model which can be used, I 

rely upon the constant growth form. Forms of the model such as two- or three-stage 

growth models are inappropriate for LDCs that do not face transition to a fully 

competitive environment. Moreover, there is no empirical evidence which confirms 

that the rate of growth will change to arbitrary rate(s) such as the long-term growth 

rate in gross domestic product. 
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In addition, analysts’ forecasts are for a maximum of five years into the 

future. Even casual observers of the market are aware that it is the expectation of 

earnings that is the primary driver of market prices. The growth in the DCF model is 

a substitute for expected growth in market price (capital appreciation). Thus, the 

constant growth DCF model, using analysts’ forecasted growth in earnings, is most 

appropriate. 

Application of all four cost of equity models resulted in a common equity 

cost rate of 11.95% after adjustment of the two proxy groups’ cost rates to reflect 

Southwest’s greater risk. 

Those risk differences are taken into account by the bond yield differentials 

attributable to Southwest’s lower bond rating, which is at the bottom of investment 

grade. Additionally, there is even greater risk to Southwest’s common equity 

investors versus the proxy groups because of the adverse impact of declining per 

customer usage on Southwest’s earnings. Consequently, an 11.95% common equity 

cost rate is appropriate if there should continue to be no protection from declining 

per customer usage. Should the requested CMT be permitted to become effective, I 

believe that it will be risk-reducing because it will stabilize revenues, volumes and 

hence, earnings and cash flows. I believe that a reasonable estimate of the value of 

the requested CMT, if approved, is a reduction of 25 basis points, or 0.25% in 

common equity cost rate, Le., a reduction to 11.70% (1 1.95% - 0.25%). 

D. RealitvCheck 

As shown by the information contained in Exhibit - (FJH-15), regulatory 

awards made to gas distribution companies during the period January 1, 2003 
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through September 30,2004 averaged about 10.9% relative to a common equity ratio 

of nearly 48%. These companies that received the awards, on average, had debt 

rated A. Thus, these data indicate that my recommended common equity cost rates 

are reasonable when it is considered that Southwest has a bond rating of BBB- which 

is at the bottom of investment grade scale. In addition, when it is also considered 

that Southwest has had no WNC to protect against the impact of weather on its 

earnings, my recommendation(s) is (are) reasonable. Moreover, as shown on Sheet 7 

of Exhibit - (FJH-ll), the consensus forecast of the country’s leading economists 

indicates a relatively substantial increase in long-term interest rates over the next 

eighteen months. Accordingly, rising capital costs, such as long-term interest rates, 

indicate a higher cost of common equity capital. 

E. Conclusion 

The foregoing summary demonstrates that the requested hypothetical capital 

structure, which includes a 42% common equity component, the CMT and the 

1 1.70% common equity cost rate (applicable if the CMT is approved and 11.95% if 

it is not) are reasonable and should be approved. 

JlI. GENERAL PRINCIPLES 

What general principles have you considered in arriving at your recommended 

common equity cost rate of 11.95% with no CMT and 11.70% if the requested CMT 

is approved? 

In non-price regulated industries, competition is the principal determinant in 

establishing the price of the product or service. For price-regulated utilities, the 

regulatory process becomes the substitute for the missing competition; however, the 
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natural gas distribution business has become increasingly competitive. Investors 

reflect their awareness of the increased competition in the market prices they pay for 

securities. Analyses based on companies whose securities are traded is essential 

when evaluating capital structure and its component cost rates. The common equity 

cost rate should be adequate enough to fulfill investors' requirements and assure that 

the utility will be able to fulfill its obligations to its customers. The obligation to 

serve requires a level of earnings sufficient to maintain the integrity of presently 

invested capital and permit the attraction of needed new capital at a reasonable cost 

in competition with other comparable-risk seekers of capital. These standards for a 

fair rate of return have been established by the U.S. Supreme Court in the HoDe' and 

Bluefield2 cases. 

12 

a 13 

14 n7. BUSNESSRISK 

15 Q. 9 Please define business risk and explain why it is important to the determination of a 

16 fair rate of return. 

17 A. 9 Business risk is a collective term encompassing all of the diversifiable risks of an 

18 enterprise except financial risk. Business risk is important to the determination of a 

19 fair rate of return because the greater the level of risk, the greater the rate of return 

20 demanded by investors consistent with the basic financial precept of risk and return. 

21 Q. 10 Are there any extraordinary business risks which affect Southwest? 

I Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944). 

Bluefield Water Works Improvement Co. v. Public Serv. Commh, 262 U.S. 679 (1922). 2 
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A. 10 Yes. Southwest faces many of the same risks as other LDCs in today’s increasingly 

competitive environment. These include the threat of bypass; uncertainty associated 

with the unbundling of services behind the city-gate; increased competition from, 

among others, gas marketers, interstate pipelines and electric utilities through 

integrated resource plans, and industry mergers and acquisitions. In addition, 

Southwest has the potential for significant revenue and earnings volatility (classic 

signs of greater business risk) due to its lack of protection from declining per 

customer usage and its rate of customer growth which is among the highest in the 

nation. Its lack of a protection against continuing declines in per customer 

consumption and weather’s vagaries leads to much greater volatility in revenues and 

In contrast to Southwest’s total exposure to declining per customer usage 

and the vagaries of weather, the majority of my two proxy groups of LDCs do at 

least have weather protection. For the proxy group of five LDCs, three have 

Weather Normalization Clauses (WNC) and one has Weather Stabilization Insurance 

(WSI). For the proxy group of eleven Value Line LDCs, six have WNCs, three have 

WSI, and one has the ability to mitigate the effects of weather through rate design. 

(Refer to Sheet 3 of Exhibits - (FJH-4) and (FJH-5), respectively.) 

In addition to significant and declining per customer usage and weather risk, 

Southwest’s extraordinary rate of growth in customers exacerbates its inability to 

realize authorized operating margins on new customers. New customers are 

purchasing newer, more energy efficient homes and natural gas appliances with high 

efficiency ratings. As a result, these new customers actually use less gas than had 

11 
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been assumed when authorized rates were established. Consequently, the lower 

realized operating margins attributable to the reduction in usage by new customers, 

along with the use of historical test periods and the related regulatory lag in the face 

of such rapid growth, have made it impossible for Southwest to achieve an adequate 

level of earnings. The extraordinarily low achieved rates of earnings on the common 

equity financed portion of the total Arizona rate base is apparent by comparison to 

the achieved rates of earnings on book common equity of the two proxy groups of 

LDCs. I have chosen to make such comparison beginning with 1997, the first full 

year without PriMerit Bank being part of Southwest, in order to obviate controversy. 

The comparative rates are shown on Exhibit - (FJH-I), Sheet 4 of 4. As shown, 

Southwest’s achieved ROEs have been very much lower than those of the proxy 

groups, while those of the total Arizona jurisdiction have been slightly higher on 

average, but lower than the average yield on Moody’s Baa rated public utility bonds. 

As shown, the proxy groups achieved an average ROE over the seven periods of 

12.11% and 11.62% while Southwest achieved an average of only 6.34% and the 

Arizona jurisdiction earned only 6.74% on average, which was also lower than the 

average yield on Moody’s Baa rated public utility bonds during the same period. 

The low achieved ROEs have been a major factor in Southwest’s bottom of 

investment grade bond rating. They are directly attributable to inadequate achieved 

ROEs and an inability to earn them due to declining per customer usage and the lack 

of protection from the adverse impact of the vagaries of weather on revenues and 

earnings. Consequently, the need to compensate for the significant losses in 
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operating margin through the issuance of long-term debt capital has resulted in an 

increase in financial risk despite all of management’s efforts to minimize the impact. 
I .  
I 

I 3 V. F’INANCIAL RISK 
I 4 

5 I Q. 11 Please define financial risk and explain why it is important to the determination of a 

I 6 fair rate of return. 

7 A. 11 Financial risk is the additional risk created by the introduction of debt into the capital 

8 structure. Standard & Poor’s (S&P) corporate bond rating criteria is contained in 

9 Exhibit - (FJH-2), which consists of 15 sheets. Sheet 14 contains S&P’s newest 

10 

11 

12 risk. 

(June 7, 2004) risk adjusted financial guidelines for ten levels of business profiles at 

different bond ratings with “1” being considered the lowest risk and “10” the highest 

13 

14 

Q. 12 Are bond ratings a good measure of investment risk? 

A. 12 Yes. Similar bond ratings reflect similar combined business and financial risks. 

15 Although the specific business or financial risks may differ between companies, the 

16 

17 

same bond rating indicates that the combined risks are similar because the bond 

rating process gives recognition to diversifiable business and financial risks. S&P 

18 expressly states that the bond rating process encompasses a qualitative analysis of 

19 business and financial risks (see Sheets 3 through 9 of Exhibit - (FJH-2). 

20 Differences in risk may still exist between companies with the same bond rating and 

21 are reflected in S&P’s assigned business profile, Le., the higher the assigned number 

22 (e.g., “1” through “lo”), the greater the qualitative assessment of risk by S&P, and 

23 vice versa. The riskier the assigned business profile, the more stringent are the 

I 24 financial target ratios. It is worthy of note that Southwest’s S&P bond rating is 

13 
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“BBB-” and it has an assigned business profile of “3” in contrast to the average 

company in the two proxy groups of LDCs (which will be discussed infra) both of 

which have an average S&P bond rating of “A” and less risky business profiles of 

“1.8/2.0” (essentially a “2”) assigned by S&P. 

Although there is no perfect proxy by which one can differentiate common 

equity risk between companies, the bond rating provides excellent insight because it 

is the result of a thorough and comprehensive analysis of all diversifiable investment 

risks. 

Q. 13 Please describe the efforts by Southwest’s management to minimize the proportion 

of debt in its capital structure and to bolster its common equity ratio which you 

mentioned supra. 

A. 13 Since December 31, 1994, Southwest has increased the number of common shares 

outstanding by 67.0%, or 14.249 million from 21.282 million to 35.531 million at 

August 31, 2004. Thus, 40.1% of common shares outstanding at August 31, 2004 

have been issued in less than ten years. Moreover, in order to preserve its equity 

ratio as best it could, while minimizing the impact on capital structure ratios of the 

issuance of debt and preferred securities essential to fund customer growth, there has 

been no increase in the common dividend since the Spring of 1994. 

VI. SOUTHWEST GAS CORPORATION 

Q. 14 Have you reviewed financial data for Southwest? 

A. 14 Yes. Southwest is principally engaged in natural gas operations providing 

distribution service in Arizona, Nevada and California as well as transportation 

service through Southwest’s wholly-owned pipeline subsidiary, Paiute Pipeline 

14 
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Company. Southwest serves over 1.5 million customers. Customer growth has been 

about 4% per annum, well above the national average. 

I have shown Southwest’s capitalization and financial statistics for the years 

1999-2003, inclusive on Sheet 1 of 4 of Exhibit - (FJH-3). Notes relevant to Sheet 

1 are shown on Sheet 2. Sheets 3 and 4 show the capital structure ratios excluding 

and including short-term debt, respectively. As shown on Sheet 1, Southwest’s 

average achieved rate of earnings on book common equity during the 1999-2003 

period was only 6.25% and its average markethook ratio was 128.99%, while the 

average dividend payout ratio was 77.78%, about equal to the industry average; 

however, that is only because there has been no increase in the common dividend 

since Spring 1994, more than ten years. 

VII. PROXY GROUPS 

Q. 15 You previously mentioned that you also observe the market data for two proxy 

groups of LDCs in order to gain insight into a market-based common equity cost rate 

for Southwest. Please explain how you selected the proxy group of five LDCs. 

A. 15 The basis of selection was to include those gas distribution companies: 1) which are 

assigned an SIC Code of 4924 (Natural Gas Distribution) by the Securities and 

Exchange Commission (SEC); 2) which have actively traded common stock; 3) 

which had more than 80% of their 2003 operating revenues derived from gas 

operations; 4) which are included in Value Line Investment Survey (Standard 

Edition) and ThomsonFN Firstcall; 5) which have not cut or omitted their cash 

common stock dividends during the five calendar years ending 2003 or through the 

time of the preparation of this testimony; 6) which, at the time of the preparation of 

15 
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this testimony, were not expected to be acquired by or merged into another 

company; and 7) which are included in S&P’s Compustat PC Plus Research Insight 

Data Base. Five companies met all of the foregoing criteria and their financial 

profile is summarized in Exhibit - (FJH-4). 

Q. 16 Please describe Exhibit - (FJH-4). 

A. 16 Exhibit - (FJH-4) contains average comparative capitalization and financial 

statistics for the proxy group of five LDCs for the years 1999 through 2003. The 

8 

9 

10 

Exhibit consists of five sheets. Sheet 1 contains a summary of the comparative data 

for the years 1999-2003. Sheet 2 contains notes relevant to Sheet 1, as well as the 

selection criteria and identity of the individual companies in the proxy group as 

11 

12 

13 

discussed supra. Sheet 3 contains the identification of those companies which have 

WNCs or WSIs in effect. Sheet 4 contains the capital structure ratios based upon 

permanent capital employed for each company as well as the group average by year 

14 

15 

16 

and company/group average for the five years, while Sheet 5 contains the capital 

structure ratios based on total capital employed, including short-term debt. 

As shown on Sheet 1, during the five-year period ending 2003, the achieved 

17 

18 

19 ratio was 77.01%. 

20 

21 

22 

average earnings rate on book common equity (ROE) and markethook ratio were 

12.19% and 179.91%, respectively, while the five-year average dividend payout 

Q. 17 Please explain how the proxy group of eleven Value Line LDCs was selected. 

A. 17 The basis of selection was to include those gas distribution companies: 1) which are 

included in Value Line Investment Survey’s (Standard Edition) - Natural Gas 

23 e (Distribution) Industry; 2) which have not cut or omitted their common stock 

16 



3 

4 

I 5 

6 

7 

8 

9 

10 

11 

12 * 13 

14 

15 

16 

17 

18 

19 

I 20 
I 

I 
21 

I 22 

23 e 

dividend during the five calendar years ending 2003 and up to the time of the 

preparation of this direct testimony; 3) which at the time of the preparation of this 

testimony were not expected to be acquired by or merged into another company; 4) 

which in 2003 had at least 60% of operating revenues derived from gas operations; 

and 5 )  which are included in S&P’s Compustat PC Plus Research Insight Data Base. 

NU1 Cop.  and SEMCO Energy were eliminated because they cut their 

dividends. Southern Union was eliminated because it does not pay cash dividends. 

Atmos Energy Corporation, New Jersey Resources, and UGI Corp. were eliminated 

because less than 60% of their 2003 operating revenues were derived from gas 

operations. Of course, Southwest itself was eliminated because it is the Company at 

issue in this proceeding and is being viewed as a stand-alone company. 

In all, from the eighteen companies in the Value Line group, seven were 

eliminated for the above reasons, leaving eleven companies whose financial profile 

is summarized in Exhibit - (FJHJ). 

Q. 18 Please describe Exhibit - (FJH-5). 

A. 18 Exhibit - (FJH-5) contains average comparative capitalization and financial 

statistics for the proxy group of eleven Value Line LDCs for the years 1999 through 

2003. It consists of seven sheets. Sheet 1 contains a summary of the comparative 

financial data for the years 1999-2003. Sheet 2 contains notes relevant to Sheet 1, as 

well as the selection criteria and identity of the individual companies in the proxy 

group. Sheet 3 contains the identification of those companies which have WNCs, 

WSIs, or weather mitigation rate design in’effect. Sheets 4 and 5 contain capital 

structure ratios based upon permanent capital for each company (without regard to 

17 
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8 75.21%. 

9 Vm. CAPITAL STRUCTURE 

customer deposits) as well as the group aveages by year and company/group 

average for the five years. Sheets 6 and 7 contain capital structure ratios for the 

same companies/periods as in Sheets 4 and 5 except that they are based on total 

As shown on Sheet 1, during the five-year period ending 2003, the achieved 

average earnings rate on book common equity (ROE) and markethook ratio were 

11.88% and 170.77%, respectively, while the average dividend payout ratio was 

10 

11 

12 * 13 

14 

15 

16 

17 

18 

19 

20 

21 

Q. 19 Do you believe the hypothetical capital structure ratios requested by Southwest and 

supported by Southwest Witness Mr. Theodore K. Wood are reasonable? 

A. 19 Yes. I believe that the requested hypothetical capital structure ratios consisting of 

53% debt, 5% prefen-ed securities and 42% common equity are reasonable. 

If such ratios are utilized, it is likely that Southwest’s bond ratings would be 

higher and S&P’s bond rating would not be one rating notch from dropping below 

investment grade, Le., from the current BBB- (bottom of investment grade) to BB+ 

which is below investment grade, and which indicates speculative characteristics? 

Southwest’s requested Conservation Margin Tracker (CMT) will go a long way in 

improving its financial health and stability - by leading to a stronger capital structure 

with a greater percentage of common equity and a bond rating which will not be 

precipitously close to dropping below investment grade. 

3 Standard & Poor’s Bond Guide. 
18 
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Southwest’s requested hypothetical capital structure ratios consisting of 

53.0% long-term debt capital, 5.0% preferred stock capital, and 42.0% common 

equity capital are reasonable when compared to S&P’s capital structure benchmarks 

as follows: 

Line No. 

Southwest BBB- Proxy Groups A- 
Rating, “3” Rating, “2” 

Business Profile(*) Business Profile(*) 

(1) Range of S&P Benchmark of Total 
Debt to Total Capital 55 %-65% (*) 52%-58% 

(2) Implied Range of Total Equity 
(100% - range of total debt) 35%-45% 42%-48% 

(3) Midpoint of Range of Implied 
Total Equity 40% 45% 

(4) Requested Hypothetical Ratemaking 
Common Ekpity Ratio 42% NA 

(*) Source: Exhibit - (FJH-2), Sheet 12 of 12 and Exhibit - (FJH-11). 
Sheet 2 of 9. 

The requested hypothetical common equity ratio of 42% will afford 

Southwest a reasonable opportunity to improve its bond rating from the bottom of 

investment grade to, hopefully, over time, an A bond rating so that it will have the 

wherewithal to compete for capital on an equal footing with its similar risk 

competitors, i.e., the proxy groups of LDCs. Moreover, these proxy groups of LDCs 

have actually maintained on average during the five years ended 2003, common 

equity ratios based on total capital of 44.49% (the group of five (Exhibit - (FJH-4), 

Sheet 1 of 5) and 43.44% (the eleven Value Line LDCs (Exhibit - (FJH-5, Sheet 1 

32 Of 7)). 
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M. COMMON EQUITY COST RATE MODELS 

A. The Efficient Market Hvpothesis (Em e 
Q. 20 Are all of the models you employ market-based models? 

A. 20 Yes. The DCF model is market-based as current market prices are employed. The 

Risk Premium Model OIpM) is market-based as the current and expected bond 

6 

7 

ratings and yields reflect the market's assessment of risk. To the extent betas are 

used to determine equity risk premium, the market's assessment is reflected because 

8 

9 

10 

11 

12 

13 

14 

15 (EMH). 

16 

17 

18 

19 

betas are derived from regression analyses of market prices. The Capital Asset 

Pricing Model (CAPM) model is market-based for much the same reason as the 

FWM except that the yield on U.S. Government Treasury Bonds is used in lieu of 

company-specific bond yields. My application of the Comparable Earnings Model 

(CEM) is also market-based because the selection process of comparable risk 

companies is based upon statistics which result from regression analyses of market 

prices. All of the models are, therefore, based upon the Efficient Market Hypothesis 

Q. 21 Please describe the conceptual basis of the EMH. 

A. 21 The EMH is the cornerstone of modem investment theory. It was pioneered by 

Eugene F. Fma4  in 1970. An efficient market is one in which security prices at all 

times reflect all the relevant information at that time. An efficient market implies 

20 that prices adjust instantaneously to the arrival of new information and that the 

Fama, Eugene F.. "Efficient Capital Matkets: A Review of lheory and Empirical Work", Journal of Finance, May 1970,383- 
417. 

4 
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process therefore reflects the intrinsic fundamental economic value of a security? 

The essential components of the EMH are: 

1. Investors are rational and will invest in assets which provide the highest 
expected return for a particular level of risk. 

2. Current market prices reflect all publicly available information. 

3. Returns are independent in that today’s market returns are unrelated to 
yesterday’s returns as that information has already been processed. 

4. The markets follow a random walk, Le., the probability distribution of 
expected returns approximates the normal bell curve. 

Brealey and Myers6 state: 

When economists say that the security market is ‘efficient”, they 
are not talking about whether the filing is up to date or whether 
desktops are tidy. They mean that information is widely and I 

cheaply available to investors and that all relevant and 
ascertainable information is already reflected in security prices. 

There are three forms of the EMH, namely: 

1. The “weak” form asserts that all past market prices and data are fully 
reflected in securities prices. In other words, technical analysis cannot 
enable an investor to “outperform the market”. 

2. The “semistrong” form asserts that all publicly available information is fully 
reflected in securities prices. In other words, fundamental analysis cannot 
enable an investor to “outperform the market”. 

3. The “strong” form asserts that all information, both public and private, is 
fully reflected in securities prices. In other words, even insider information 
cannot enable an investor to “outperform the market”. 

The “semistrong” form is generally held as true because the illegal use of 

insider information can enable an investor to “beat the market” and earn excessive 

returns, thereby disproving the “strong” form. 

Morin, Roger A, “Regulatory finance - Utilities’ Cost of Capital”, Public Utilities Re-. hc, , 1994, p. 136. 
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Q. 22 Please explain the applicability of the EMH to your determination of common equity 

A. 22 Common sense affums the semistrong form of the EMH, i.e., market prices paid for 

securities reflect all relevant information available to investors and that no degree of 

sophistication and/or analysis can enable investors to outperform the market. 

Consequently, it confirms that all perceived risks are taken into account by investors 

in the market prices they pay, which reflect the information inexpensively or freely 

available such as bond ratings, and analyses of the rating agencies and financial 

analysts, and the various methodologies employed to determine common equity cost 

rate as discussed in the academic and financial literature. Thus, in an attempt to 

emulate investors’ actions, it is essential that multiple cost of common equity models 

12 be considered. 

13 Q. 23 Is there specific support in the academic literature for the need to rely upon multiple 

14 

15 rate? 

cost of common equity models in arriving at a recommended common equity cost 

16 A. 23 Yes. For example, Phillips7 states: 

17 
18 
19 
20 
21 
22 
23 

Since regulation establishes a level of authorized earnings which, 
in turn, implicitly influences dividends per share, estimation of the 
growth rate from such data is an inherently circular process. For 
these reasons, the DCF model ‘suggests a degree of precision 
which is in fact not present’ and leaves ‘wide room for controversy 
and argument about the level of k’.  (italics added) (p. 396) 

24 * * *  
~ ~~ ~ ~~ 

6 
7 

Brealey, R.A. and Myers, S.C., ”Principles of Corporate Finance”. McGraw-Hill Publications. Inc,, 1996,323-324. 
Charles F. Phillips, Jr., The Redation of Public Utilities - T h m  and Prac dce, 1993, Public Utility Reports, Inc.. Arlington, 
VA, p. 396,398. 
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Despite the difJiculty of measuring relative risk, the comparable 
earnings standard is no harder to apply than is the market- 
determined standard. The DCF method, to illustrate, requires a 
subjective determination of the growth rate the market is 
contemplating. Moreover, as Lmenthal has argued: ‘Unless the 
utility is permitted to earn a return comparable to that available 
elsewhere on similar risk, it will not be able in the long run to 
attract capital ’. (italics added) (p. 398) 

Also, Morin* states: 

Sole reliance on the DCF model ignores the capital market 
evidence and financial theory formalized in the CAPM and other 
risk premium methods. The DCF model is one of many tools to be 
employed in conjunction with other methods to estimate the cost of 
equity. It is not a superior methodology that supplants other 
financial theory and market evidence. The broad usage of the 
DCF methodology in regulatory proceedings does not make it 
superior to other methods. (italics added) (pp. 23 1-232) 

Each methodology requires the exercise of considerable judgment 
on the reasonableness of the assumption underlying the 
methodology and on the reasonableness of the proxies used to 
validate a theory. The failure of the traditional infinite growth 
DCF model to account for changes in relative market valuation, 
discussed above, is a vivid example of the potential shortcomings 
of the DCF model when applied to a given company. It follows 
that more than one methodology should be employed in arriving at 
a judgment on the cost of equity and that these methodologies 
should be applied across a series of comparable risk companies. 
. . . Financial literature supports the use of multiple methods. 
(italics added) (p. 239) 

Professor Eugene Brigham, a widely respected scholar and finance 
academician asserted: 

In practical work, it is often best to use all three methods - CAPM, 
bond yield plus risk premium, and DCF - and then apply 
judgement when the methods produce different results. People 
experienced in estimating capital costs recognize that both careful 

8 Roger A. Monn, &@~latorv Finance - Utilities’ cost of Cm ital, 1994, hblic Utilities Reports, Inc., Arlington, VA, pp. 231- 
232,239-240. 
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analysis and very fine judgements are re"quired. It would be nice to 
pretend that these judgements are unnecessary and to specify an 
easy, precise way of determining the exact cost of equity capital. 
Unfortunately, this is not possible. (pp. 239-240) 

Another prominent finance scholar, Professor Stewart Myers, in his 
best-selling corporate finance textbook stated 

The constant growth formula and the capital asset pricing model 
are two diflerent ways of getting a handle on the same problem. 
(italics added) (p. 240) 

In an earlier article, Professor Myers explained the point more fully: 

Use more than one model when you can. Because estimating the 
opportunity cost of capital is diflcult, only a fool throws away usefil 
information. That means you should not use any one model or 
measure mechanically and exclusively. Beta is helpful as one tool in 
a kit, to be used in parallel with DCF models or other techniques for 
interpreting capital market data. (italics added) (p. 240) 

In view of the foregoing, it is clear that investors are aware of all of the models 

including comparable earnings. The EMH requires the assumption that investors use 

them all. 

B. Discounted Cash Flow Model (DCF) 

1. Theoretical Basis 

Q. 24 What is the theoretical basis of the DCF model? 

A. 24 DCF theory is based upon finding the present value of an expected future stream of 

net cash flows during the investment holding period discounted at the cost of capital, 

or the capitalization rate. The theory suggests that an investor buys a stock for an 

expected total return rate which is expected to be derived from cash flows in the 

form of dividends and appreciation in market price, i.e., the expected growth rate. 

24 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

Thus, the dividend yield on market price plus a growth rate equals the capitalization 

rate. The capitalization rate is the total return rate expected by investors. 

Q. 25 Please comment on the applicability of the DCF model in establishing the cost rate 

of common equity capital for Southwest. 

A. 25 Southwest’s market data is, of course, relevant. However, when determining 

common equity cost rates based on the proxy groups of LDCs, it is then necessary to 

adjust those cost rates so that they are reflective of Southwest’s risk. In this instance, 

the two proxy groups have less business risk than Southwest, although with 

Southwest’s requested hypothetical 42% common equity ratio, the level of financial 

risk is similar to the 44% common equity ratio of those less risky proxy groups. 

The DCF model has a tendency to mis-specify investors’ required return rate 

when the market value of common stock differs significantly from its book value, as 

will be discussed infra in detail. Market values and book values of common stocks 

are seldom at unity. For example, the average market values of the LDC proxy 

15 

16 

17 

18 

19 

20 
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I r l )  

groups have been well in excess of their book values. As shown on Sheet 1 of 

Exhibit - (FJH-4) and (FJH-5), the proxy groups of five and eleven LDCs sold at 

181.89% and 174.17% of their book values in 2003. 

A market-based DCF cost rate will result in a total annual dollar return on 

book common equity equal to the total annual dollar return expected by investors 

only when market and book values are equal. There are many macroeconomic 

factors which influence market values. Thus, regulatory allowed earnings can only 

influence market values but cannot control them (refer to Bonbright, et al. citation 

infra). 
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1 m 2  2. Applicability of a Market-Based Common Equity 
Cost Rate to a Book Value Rate Base 

3 Q. 26 Does the academic literature support the contention that the market prices of 

4 common stocks are influenced by factors which are beyond the influence of the 

5 regulatory process? 

6 A. 26 Yes. For example, Phillips' states: 
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Many question the assumption that market price should equal book 
value, believing that 'the earnings of utilities should be suflciently 
high to achieve market-to-book ratios which are consistent with 
those prevailing for stocks of unregulated companies.' (italics added) 

In addition, Bonbright" states: 

In the first place, commissions cannot forecast, except within wide 
limits, the effect their rate orders will have on the market prices of 
the stocks of the companies they regulate. In the second place, 
whatever the initial market prices may be, they are sure to change 
not only with the changing prospects for earnings, but with the 
changing outlook of an inherently volatile stock market. In short, 
market prices are beyond the control, though not beyond the 
influence of rate regulation. (italics added) 

25 Q. 27 If market prices are beyond the control of rate regulation, does a DCF cost rate 

26 properly reflect investors' required rate of return when it is applied to a book value 

27 which is significantly different from its market value? 

28 A. 27 No. In the DCF model, "IC' or the total return rate, relates to the market price paid 

29 for a stock. Thus, market price is the basis upon which investors formulate their 

30 required rate of return. A regulated utility (under the traditional rate baselrate of 

9 M., p. 395. 
James C. Bonbright, Albert L.. Danielsen and David R. Kamerschen, princiules of Public Utilitv Rates, 1998, Public Utilities 
Reports, Inc., Arlington, VA, p. 334. 
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return paradigm) is limited to earning on its net book value (depreciated original 

cost) rate base. Market values diverge from book values for many reasons unrelated 

to allowed and/or achieved rates of earnings on book common equity (ROES). Thus, 

when market values are grossly disparate from their book values, a market-based 

DCF cost rate applied to the book value of common equity will not reflect investors’ 

expected common equity cost rate based on market prices. This is true because there 

are many macroeconomic factors which influence the demand for, and hence the 

market prices of, common stocks in addition to company-specific earnings per share 

(EPS) and dividends per share (DPS). Consequently, a market-based DCF cost rate 

applied to the book value per share will either overstate investors’ required common 

equity cost rate when market value is less than book value or understate investors’ 

required common equity cost rate when market value is above book value. 

Q. 28 Can you demonstrate how a market-based DCF cost rate either understates or 

overstates investors’ required rate of return on book common equity when market 

value is above or below book value, respectively? 

A. 28 Yes. Exhibit - (FJH-6) demonstrates how a market-based DCF cost rate applied to 

a significantly different book value will either understate or overstate investors’ 

required return rate on market price. It is, after all, upon the price that investors pay 

that they seek their desired return. This hypothetical illustration demonstrates that 

the expected market-based rate of growth is either under-achieved or over-achieved. 

In the first hvpothetical examde, when market price is 80% in excess of book value 

the investor expects a total return rate of 10.00% on market price of $24.00 based on 

a growth rate of 6.00% and a dividend yield of 4.00%. It is shown that when the 
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10.00% return rate is applied to the book value of $13.33, which is only 55.5% of the 

market value, the opportunity for total annual return is only $1.333 on book value 

l 3 and not $2.40 (10.00% return on $24.00 market value). With an annual dividend of 

I 
I 4 $0.960, there is an opportunity to earn only $0.373 in growth which is just 1.55% on 

5 

6 expected by investors. 

7 

the $24.00 market price in contrast to the 6.00% growth rate in market price 

Conversely, it is shown that if market value is only 80% of book value, a 

8 market-based DCF cost rate when applied to the far greater book value will result in 

9 a substantial over-attainment of growth, i.e., 8.50% instead of the 6.00% gowth 

10 expected on the $24.00 market price. 

11 In the instant matter, with market prices well in excess of their book values, a 

12 

13 

14 3. Constant Growth Model 

DCF cost rate applied to a much lower book value will not afford a reasonable 

opportunity to achieve the rate of growth utilized in the DCF model. 
a 

15 Q. 29 Please explain the form of the DCF model you employ and why? 

16 

17 

A. 29 I utilize the constant growth form of the model because it is by far the most widely 

utilized in public utility rate regulation. I believe it is widely utilized because most 

I 18 utilities are in a mature skate, i.e., they are not in transition from one phase of growth 

I 19 to another. For example, a starting company will go through various phases of 

I 20 growth until it reaches maturity. Most utilities that are not transitioning from a 

I 21 regulated monopoly to a competitive environment are in the mature stage and there 

l 22 is no basis for using multi-stage growth DCF models. Moreover, for investors, long- I 

term is really five years because five years is the maximum length of analysts’ 
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4 model is most appropriate. 

5 4. ADplication of the DCF Model 

6 a. Dividend Yield 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 No. 2 of Exhibit (FJH-7). 

21 

22 

23 

projections. Moreover, there is no empirical evidence which confirms that the rate 

of growth would change to some arbitrary rate(s), e.g., the long-term growth rate in 

gross domestic product. Consequently, in the instant matter, the constant growth 

Q. 30 What unadjusted dividend yields do you utilize and why? 

A. 30 The recent volatility of the stock market confirms that spot prices should not be 

relied upon exclusively. Conversely, reliance on too long an historical period would 

not be representative of the future due to the volatility of the stock market. 

Consequently, I rely on an average of spot prices at October 1, 2004 and average 

market prices for the months of August and September 2004 as shown by 

company/group on Exhibit - (FJH-8). The average unadjusted dividend yields are 

3.47% for Southwest, 4.34% and 4.18% for the proxy groups of five and eleven 

LDCs, respectively, as shown on Exhibit - (J?JH-7), Column 1. Details axe shown 

by company on Exhibit - (FJH-8). 

b. Discrete Adjustment of Dividend Yield 

Q. 31 Please explain the adjustments for discrete growth in dividends as shown in Column 

A. 31 Due to the fact that dividends are paid quarterly, or periodically, as opposed to 

continuously (daily), an adjustment must be made. This is often referred to as the 

discrete, or the Gordon Periodic, version of the DCF model. 
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Since companies tend to increase their qiiarterly dividend at different times of 

the year, a reasonable assumption is to reflect one-half the annual dividend growth 

rate in the D1 expression, or DI,~. This is a conservative approach so as not to 

overstate the dividend yield as it should be representative of the next twelve-month 

period. Therefore, the actual average dividend yields in Column 1 of Exhibit 

(FJH-7) have been adjusted upward to reflect one-half the growth rates shown in 

Column 4. The resultant adjusted dividend yields are 3.59% for Southwest, 4.44% 

for the proxy group of five LDCs and 4.28% for the proxy group of eleven Value 

Line LDCs as shown in Column 3 of Exhibit - (FJH-7). Although Southwest has 

been unable to increase its common dividend since Spring 1994, I have assumed a 

11 growth component here because it should have a level of earnings which will permit 

12 a such increase consistent with the industry norm. 
- 

13 c. DCF Growth Rates 

14 

15 

Q. 32 Please explain the basis of the growth rates which you used in your constant growth 

DCF model, as shown in Column 4 of Exhibit - (FJH-7). 

16 A. 32 It is shown on Exhibit - (FJH-g), that on average, individuals own about 42% of the 

17 common shares of Southwest and about 52% of the common shares of the companies 

18 in both proxy groups of LDCs. Individual investors are more likely to rely on 

19 information provided by sophisticated securities’ analysts than more sophisticated 

20 institutional investors. They recognize that analysts’ forecasts provide greater 

21 insight into prospective growth in per share value than historical accounting 

22 measures of growth, Analysts’ forecasts, which incorporate historical information, 

23 e are readily available from Value Line and other sources such as ThomsonFN 
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Firstcall, the latter readily available on the internet at no cost which provides, in 

most instances, the estimates of a number of analysts. While investors are 

influenced by short-term earnings growth such as forecasts for the next 12 months, I 

believe that they are more influenced by the longer term five-year forecasts. Five 

years typically is the longest future period for which analysts’ forecasts are available. 

The use of a long-term period such as five years is more consistent with the long- 

term investment horizon implicit in common stocks than single 12-month growth 

rates. It is clear that EPS growth rate expectations, although they do not fully 

account for changes in market value, are the most significant of all accounting 

measures of value. It should be clear, even to the casual market observer, that the 

market reacts favorably when EPS expectations are met or exceeded and unfavorably 

when they are not. 

In view of the foregoing, I rely upon the average projected long-term growth 

rate in EPS from Value Line and ThomsonFN First Call as shown in Column 4 of 

Exhibit - (FJH-7) and detailed by company and average for each proxy group on 

Sheet 1 of Exhibit - (FJH-10). As shown on Sheet 1 of Exhibit - (FJH-lo), 

Southwest’s average growth rate is 7.10% while the proxy groups of five and eleven 

LDCs average growth rates are 4.80% and 4.93%, respectively. Sheets 2 through 13 

of Exhibit - (FJH-10) contain the most recent Value Line Investment Survey for 

Southwest and the companies in each proxy group. 

5. Conclusion of DCF Cost Rate 

Q. 33 Please summarize the cost rates derived from your application of the constant growth 

DCF model to Southwest and the two proxy groups of LDCs. 
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A. 33 As shown in Column 6 of Exhibit - O;JH-7), the DCF cost rates are 10.69% for 

Southwest; while the averages are 10.20% and 10.36% for the proxy groups of five 

and eleven LDCs, respectively. Details are also shown by company on Exhibit - 

(FJH-7). 

Q. 34 Please explain the reason for the difference between the indicated DCF return rates 

in Column 5 and the recommended DCF return rates in Column 6 of Exhibit - 

(FJH-7). 

A. 34 As mentioned briefly in my Summary suma, I have utilized regulatory awarded 

ROES to LDCs between January 1,2003 and September 30,2004 as a reality check. 

That information will also be discussed infra in connection with Exhibit - (FJH- 

15). As shown therein, the lowest regulatory awarded ROE was 9.90% in September 

2003. Interest rates, and hence capital costs, are expected to rise during the next 

eighteen months as shown by the consensus forecasts of the Blue Chip Financial 

Forecasts’ reporting economists. Thus, equity costs will be rising above recent 

levels. Consequently, I eliminated indicated DCF cost rates of 9.9% or lower from 

consideration as they are not indicative of any reasonable expected common equity 

cost rate. The need to do so emphasizes the veracity of my discussion suma 

regarding the problems associated with application of the DCF model as well as sole 

reliance on it, or any other cost of equity model. Hence, it is necessary to rely upon 

multiple cost of equity models. 

C. The Risk Premium Model (FtPM) 

1. Theoretical Basis 

Q. 35 Please describe the theoretical basis of the RPM. 
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A. 35 The RPM is based upon the theory that the cost of common equity capital is greater 

than the prospective company-specific cost rate for long-term debt capital. In other 

words, it is the expected cost rate for long-term debt capital plus a premium to 

compensate common shareholders for the added risk of being unsecured and last-in- 

line in any claim on the corporation’s assets and earnings. 

Q. 36 Some analysts state that the RPM is another form of the CAPM. Do you agree? 

A. 36 Generally yes, but there is a very significant distinction between the two models. 

The RPM and CAPM both add a “risk premium” to an interest rate. However, the 

beta approach to the determination of an equity risk premium in the RPM should not 

be confused with the CAPM. Beta is a measure of systematic, non-diversifiable, 

market risk which is usually a much smaller percentage of total investment risk, the 

sum of both diversifiable and non-diversifiable risks. Diversifiable, Le., 

unsystematic or company-specific risks are reflected in the RPM because the 

prospective company-specific long-term bond yield is the result of a bond rating 

process which includes an assessment of all diversifiable business and financial 

risks. This reality is verifiable by reading S&P’s description of its bond rating 

process which is contained in Exhibit (FJH-2), at Sheets 3 through 9. In contrast, 

the use of a U.S. Government Security as the risk-free rate of return in the CAPM 

cannot reflect any diversifiable company-specific risk. Clearly, the RPM and CAPM 

are two separate and distinct cost of common equity models, a fact recognized in the 

financial literature. 

Q. 37 Please describe your RPM analyses. 
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A. 37 They are shown in Exhibit - (FJH-ll), which consists of 9 sheets. As can be 

gleaned from Sheet 1, I have estimated the projected bond yield on Moody’s A rated 

utility bonds to be 6.72%. As explained in Notes 3 and 4 on Sheet 1 of Exhibit - 

(FJH-ll), an adjustment of 0.36% is required to be made to the 6.72% yield on A 

rated public utility bonds to reflect Southwest’s Moody’s bond rating of Baa2 while 

no adjustment is required to be made to the 6.72% yield on A rated public utility 

bonds since each proxy group has an average Moody’s bond rating of A2. 

Consequently, the resultant expected average bond yields are 7.08% for Southwest 

and 6.72% for each proxy group. I then calculated the equity risk premiums 

applicable to Southwest and each proxy group. The sum of the prospective bond 

yields and equity risk premiums equal the RPM-derived common equity cost rates 

applicable to Southwest and each proxy group. 

\ 

2. Estimation of Emwted Bond Yield 

Q. 38 Please explain the basis of the expected bond yields of 7.08% applicable to 

Southwest and 6.72% applicable to each proxy group. 

A. 38 Because the cost of common equity is prospective, the use of a prospective yield on 

similarly-rated long-term debt is appropriate. The average Moody’s bond ratings (as 

18 

19 

20 

21 

22 

23 

well as S&P’s bond ratings and business profiles) for Southwest and the average for 

each proxy group are shown on Exhibit - (FJH-11)’ Sheet 2. They are Baa2 for 

Southwest and A2 for each proxy group. I relied upon the consensus forecasts of 

about 50 economists of the expected yields on Moody’s Aaa rated corporate bonds 

for the six calendar quarters ending with the first calendar quarter of 2006 as derived 

from the October 1, 2004 Blue Chip Financial Forecasts (shown on Sheet 7 of 
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Exhibit - (FJH-11). As shown on Line No. 1 of Sheet 1 of Exhibit - (FJH-1 l), the 

average expected yield on Aaa rated corporate bonds is 6.25%. It is necessary to add 

the average yield differentials of Moody’s A rated utility bonds over the average 
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23 Exhibit - (FJH-11). 

yield on Aaa rated corporate bonds because the Blue Chip economists do not 

forecast yields on A rated public utility bonds. After the yield on A rated public 

utility bonds is determined, it is necessary to adjust that yield to reflect Southwest’s 

Baa2 bond rating as well as the A2 average bond rating of each proxy group. The 

bases of the adjustments are explained in Notes 2 through 4 on Sheet 1 of Exhibit - 

(FJH-11). As shown on Line No. 5, Sheet 1 of Exhibit - (FJH-1 l), the prospective 

bond yields are 7.08% applicable to Southwest and 6.72% applicable to each proxy 

group. It is then necessary to estimate the equity risk premiums applicable to those 

3. Estimation of the Equitv Risk Premium 

Q. 39 Please explain the basis of the equity risk premiums which you have determined to 

be applicable to Southwest and each proxy group. 

A. 39 I evaluated the results of two different historical equity risk premium studies, as well 

as Value Line’s forecasted total annual return on the market over the prospective 

yield on high grade corporate bonds. These analyses are summarized on Sheet 5 of 

Exhibit - (FJH-11). As shown on Line No. 3 of Sheet 5,  the average equity risk 

premiums are 4.41% applicable to Southwest; 4.64% applicable to the proxy group 

of five LDCs; and 4.47% applicable to the proxy group of eleven Value Line LDCs. 

Q. 40 Please explain the basis of the equity risk premiums shown on Line No. 1, Sheet 5 of 
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Those premiums were determined utilizing betis. Equity risk premiums determined 

through the application of the beta approach are meaningful because the betas were 

derived from regression analyses of the market prices of common stocks over a 

recent five-year period. The market prices reflect investors’ expectations over a 

long-term future investment horizon. Consequently, beta is a meaningful measure of 

prospective risk relative to the market as a whole and thus is a logical means by 

which to allocate a relative share of the total market’s equity risk premium to a 

specific company or proxy group. 

The average total market equity risk premium utilized was 6.49% as shown 

on Sheet 6, Line No. 7 of Exhibit - (FJH-11). It is based upon an average of the 

long-term average historical equity risk premium of 6.30% and the forecasted 

market equity risk premium of 6.68% as shown on Sheet 6, Line Nos. 3 and 6, 

respectively, of Exhibit - (FJH-11). 

To derive the historical market equity risk premium, I used the most recent 

Ibbotson Associates’ data on holding period returns for the S&P 500 Composite 

Index and the average yield on Aaa and Aa corporate bonds for the period 1926- 

2003. The use of holding period returns over a very long period of time is useful in 

the application of the beta approach. Ibbotson Associates, in its Valuation Edition - 

2003 Yearbook provides sound reasoning why the use of a long-term historical time 

period is appropriate to estimate the expected equity risk premium. They 

demonstrate empirically through tests of serial correlation that equity risk premiums 

are random. They also demonstrate and explain why the arbitrary use of shorter 

time periods distorts the results of estimated long-term average market equity risk 
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premiums. Moreover, the arbitrary use of shorter time periods is contrary to the 

long-term randomness of equity risk premiums. Consequently, the use of a long- 

term average equity risk premium provides stability in contrast to the volatility 

associated with the arbitrary use of shorter historical time periods. In addition, the 

use of a long-term average is consistent with the long-term investment horizon 

implicit in the cost of common equity capital, e.g., the premise of infinity in the 

standard DCF model used in rate regulation. Ibbotson Associates’ full explanation 

of why the use of the long-term average equity risk premium is appropriate is 

provided at Sheets 5 through 8 of Exhibit - (FJH-12). 

In view of the foregoing and all of lbbotson Associates’ comments contained 

in Exhibit - (FJH-12), it is clear that the arbitrary selection of shorter historical 

periods would be highly suspect. Such periods would likely contain the 1987 stock 

market crash, the collapse of the Soviet Union, the Persian Gulf War and the 2003 

invasion of Iraq, extraordinary inflation rates and other significant events. 

Therefore, the arbitrary use of shorter historical time periods is unlikely to be 

representative of the amount of change which could occur over a long period of 

time in the future (the presumed long-term holding period for common stocks as is 

implicit in the various cost of equity models). Thus, the use of a very long past 

period to estimate the equity risk premium is consistent with the long-term 

investment horizon for utilities’ common stocks. Consequently, the use of the long- 

term past to estimate equity risk premium is critical to proper estimation of the 

long-term future. The arithmetic mean of those long-term historical total return 

rates on the market as a whole is the appropriate mean for use in estimating the cost 
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of capital because it provides essential insight into the potential variance of 

expected returns. A full explanation by Ibbotson Associates of why the arithmetic 

mean must be used when discounting future cash flows for estimating the cost of 

capital is contained in Sheets 2 through 4 of Exhibit - (FJH-12). 

Historical total returns and equity risk premiums differ in size and direction 

over time. It is precisely for this reason that the arithmetic mean is important. It is 

the arithmetic mean which provides insight into the variance and standard deviation 

of returns. It is the prospect for, and degree of, variance which provides the insight 

required by investors to estimate risk when contemplating making an investment. 

Insight into future variance based on historical returns can only be obtained by the 

use of the arithmetic mean. Absent valuable insight into the potential variance of 

returns, there can be no meaningful evaluation of prospective risk. If investors 

relied upon the geometric mean of historical returns, they would have no insight 

into the potential variance of future returns because the geometric mean relates the 

change over many periods to a constant rate of change, thereby obviating the year- 

to-year fluctuations, or variance, critical to risk analysis. 

The basis of the historical market equity risk premium of 6.30% is detailed in 

Line Nos. 1 through 3, Sheet 6 of Exhibit - (FJH-11). 

Q. 41 Why do you also utilize a forecasted equity risk premium? 

A. 41 In order to properly answer this question, I believe it is necessary to first explain two 

points with regard to the use of a long-term historical arithmetic equity risk 

premium. First, the long-term historical arithmetic average market equity risk 

premium is the most likely to be experienced over a long-term prospective period. A 

38 



1 3 
I 2 

I 4 

I 5 

6 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

prospective element is contained in the use of beta because beta is derived from 

market prices which reflect expectations of the future. Secondly, beta is also utilized 

in conjunction with the prospective yield on A rated public utility bonds. 

It is also appropriate to view the current potential for market price 

appreciation which may be possible for investors to experience in the current market 

environment. Such a period of up to about five years, based upon Value Line’s 

forecasted market appreciation and dividend yield on its market universe, is 

something that investors would certainly be aware of because about 42% of 

Southwest’s and 52% of the proxy groups’ investors are individuals who are likely to 

rely upon Value Line as discussed supra. Because the potential for growth in the 

DCF model is market price appreciation, in estimating the equity risk premium in the 

RPM model it is also appropriate to take into account the forecasted equity risk 

premium. 

The basis of the forecasted market equity risk premium of 6.68% is detailed 

in Line Nos. 4 through 6, Sheet 6 of Exhibit - (FJH-11). The average of the 

historical and projected market equity risk premiums is 6.49% as shown on Line 

No. 7, Sheet 6 of Exhibit - (FJH-11). 

As shown on Line No. 9, Sheet 6 of Exhibit - (FJH-ll), application of 

Southwest’s beta and the average beta of each proxy group to the average market 

equity risk premium of 6.49% results in equity risk premiums of 5.19% for 

Southwest, 5.13% for the proxy group of five LDCs and 4.80% for the proxy group 

of eleven Value Line LDCs. 
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Q. 42 Please describe the derivation of the holding period equity risk premiums of 3.62% 

for Southwest and 4.14% for each proxy group shown on Line No. 2, Sheet 5 of 

A. 42 For the reasons described supra by Ibbotson Associates, I caused to be performed an 

analysis of the long-term historical holding period returns applicable to public 

utilities, i.e., the S&P Public Utility Index for the period 1928-2003, inclusive. The 

long-term average provides a good basis for future expectations as all types of events 

are included, even “unusual” ones. The analysis is summarized on Sheet 8 of 

Exhibit - (FJH-11). After the adjustment necessary to reflect the average equity 

risk premium applicable to Moody’s Baa rated public utility bonds for Southwest as 

shown on Line No. 2a, and A rated public utility bonds for the two proxy groups as 

shown on Line No. 2b of Exhibit - (FJH-1 l), Sheet 8, the resultant adjusted equity 

risk premiums are 3.62% for Southwest and 4.14% for each proxy group. 

Q. 43 What equity risk premiums are applicable to Southwest and each proxy group? 

A. 43 The resultant equity risk premiums are: 4.41% for Southwest, 4.64% for the proxy 

group of five LDCs and 4.47% for the proxy group of eleven Value Line LDCs 

based on an average of Line Nos. 1 and 2 on Exhibit - (FJH-ll), Sheet 5 and 

shown on Line No. 3 of the same Sheet 5 as well as on Line No. 6, Sheet 1 of 

4. Conclusion of RPM Cost Rates 

Q. 44 What are the resultant RPM cost rates applicable to Southwest and each proxy 

22 group? 
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A. 44 As shown on Exhibit I (FJH-1 l), Sheet 1, Line No. 7, they are 11.49% applicable 

to Southwest, 11.36% applicable to the proxy group of five LDCs and 11.19% 
* 

3 applicable to the proxy group of eleven Value Line LDCs. 

4 

5 

5. The RPM Does Not Presume a Constant Eauitv Risk Premium 

Q. 45 Does the RPM assume a constant equity risk premium? 

6 A. 45 No. The equity risk premium determined under the RPM varies inversely with 

7 interest rate changes since the prospective bond yield is subtracted from the 

8 estimated market return. Common sense affirms this to be so, due to common stock 

9 investors’ expectation of greater returns during periods of declining interest rates and 

10 vice versa. In a sense, the equity risk premium is no different than the “g”, or 

11 growth component, in the DCF model. The growth component “g” in a DCF cost 

12 

13 

rate calculated today, will invariably differ in subsequent time periods due to the 

availability of different growth rate data thereby c o d i n g  the reality that the “g” in 

14 the DCF model does change, even though it is presumed to be theoretically constant. 

15 In that regard, there is no difference between the RPM and DCF models in that both 

16 models assume an expectationally constant equity risk premium and growth rate, 

17 respectively, but in actuality both change regularly. 

18 As Morin” states with regard to the DCF model: 

19 It is not necessary that g be constant year after year to make the 
20 model valid. The growth rate may vary randomly around some 
21 average expected value. Random variations around trend are 
22 pe?$ectly acceptable, as long as the mean expected growth is 
23 constant. The growth rate must be ‘expectationally constant’ to use 
24 formal statistical jargon. (italics added) 

11 u., p. 111. 
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The foregoing confirms that the RPM is similar to the DCF model in the 

4 sense that both models contain the assumption of an “expectationally constant” risk 

5 

6 

7 

premium and growth rate, respectively, despite the fact that each varies randomly 

around its mean. The mean referred to is the arithmetic mean, thereby indirectly 

confirming that only the arithmetic mean is appropriate to use when estimating the 

8 

9 

cost of capital as discussed sum-a. 

D. The CaDital Asset Pricing Model (CAPM) 

10 1. Theoretical Basis 

11 Q. 46 Please explain the theoretical basis of the CAPM. 

12 A. 46 The CAPM defines risk as the covariability of a security’s returns with the market’s 

13 returns. This covariability is measured by beta (“p”), an index measure of an 

14 individual security’s variability relative to the market as a whole. A beta less than 

15 1.0 indicates lower variability than the market and a beta greater than 1.0 indicates 

16 greater variability than the market. 

17 

18 

19 

The CAPM assumes that all non-market, or unsystematic, risk can be 

eliminated through diversification. The risk that cannot be eliminated through 

diversification is called market, or systematic, risk. The model presumes that 

20 

21 

22 

23 

investors require compensation for risks that cannot be eliminated through 

diversification. Systematic risks are caused by events that affect the returns on all 

assets. In essence, the model is applied by adding a risk-free rate of return to a 

market risk premium. This market risk premium is adjusted proportionally to 
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reflect the systematic risk of the individual security relative to the market as 

measured by beta. 

The traditional CAPM is expressed as: 
Rs = Rf + P(Rm-Rf) 

Where Rs = Return rate on the common stock 
Rf = Risk-free rate of return 
Rm = Return rate on the market as a whole 
p = Adjusted beta (volatility of the security 

relative to the market as a whole) 

Numerous tests of the CAPM have confirmed its validity. These tests have 

measured the extent to which security returns and betas are related as predicted by 

the CAPM. 

The empirical CAPM (ECAPM), discussed by Morin, reflects the reality 

that the empirical Security Market Line (SML) described by the traditional CAPM is 

not as steeply sloped as the predicted SML. Morid2 states: 
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At the empirical level, there have been countless tests of the CAPM 
to determine to what extent security returns and betas are related in 
the manner predicted by the CAPM.13 The results of the tests 
support the idea that beta is related to security returns, that the risk- 
return tradeoff is positive, and that the relationship is linear. The 
contradictory finding is that the empirical Security Market Line 
(SML) is not as steeply sloped as the predicted SML. With few 
exceptions, the empirical studies agree that the implied intercept 
term exceeds the risk-free rate and the slope term is less than 
predicted by the CAPM. That is, low-beta securities earn returns 
somewhat higher than the CAPM would predict, and high-beta 
securities earn less than predicted. 

* * *  

Id., atp. 321. 

For a summary of the empirical evidence on the CAPM, see Jensen (1972) and Ross (1978). The major empirical tests of the 
CAPM were published by Friend and Blume (19751, Black, Jensen, and Scholes (1972), Miller and Scholes (1972), Blume and 
Friend (19731, Blume and Husic (1973), Fama and Macbeth (1973), Basu (1977), Reinganum (19818), Litzenberger and 
Ramaswamy (1979). Banz (1981). Gibbons (1982). Stambaugh (1982). and Shanken (1985). CAPM evidence in the Canadian 
context is available in Morin (1981). 
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Therefore, the empirical evidence suggests that the expected return 
on a security is related to its risk by the following approximation: 

K = RF + X(RM - RF) + (1 - X ) ~ ( R M  - RF) 
Where x is a fraction to be determined empirically. , . .the value of x 
that best explains the observed relationship is between 0.25 and 0.30. 
If x = 0.25, the equation becomes: 

K = RF + 0.25(RM - RF) + 0.75p(RM - 
* * * * *  

The ECAPM is a return adjustment, Le., a y-axis adjustment and thus does 

15 not increase the adjusted beta, which is an x-axis adjustment and accounts for 

16 regression bias. 

17 As a result of the foregoing, I apply both versions of the model (CAPM and 

18 ECAPM) which are contained in Exhibit - (FJH-13), which consists of 4 sheets. 

19 2. Risk-Free Rate of Return 

20 Q. 47 Please describe your selection of a risk-free rate of return. 

21 A. 47 My applications of the CAPM and the ECAPM reflect a risk-free rate of 5.52%. It is 

22 based upon the average consensus forecast of the reporting economists in the 

23 October 1, 2004 issue of Blue ChiD Financial Forecasts for the yields on 20-year 

24 U.S. Treasury Bonds for the six quarters ending with the first calendar quarter 2006 

25 as shown in Note 2 on Sheet 4 of Exhibit - (FJH-13). 

26 Q. 48 Why is the average prospective yield on 20-year U.S. Treasury Bonds appropriate 

27 for use as the risk-free rate? 

28 A. 48 The yield on 20-year T-Bonds is almost risk-free and its term is consistent with the 

29 long-term cost of capital to public utilities measured by the yields on public utility 
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bonds and more closely matches the long-term investment horizon inherent in 

utilities' common stocks. Moreover, it is consistent with the long-term investment 

3 horizon, which is presumed to be infinite, in the standard DCF model employed in 

4 proceedings such as these. In addition, Ibbotson Ass~ciates'~ states: 

5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 e *O 

A common choice for the nominal riskless rate is the yield on a U.S. 
Treasury Security. The ability of the U.S. government to create 
money to fulfill its debt obligations under virtually any scenario 
makes U.S. Treasury securities practically default-free. While 
interest rate changes cause government obligations to fluctuate in 
price, investors face essentially no default risk as to either coupon 
payment or return of principal. The horizon of the chosen Treasury 
security should match the horizon of whatever is being valued. 
When valuing a business that is being treated as a going concern, 
the appropriate Treasury yield should be that of a long-term 
Treasury bond. Note that the horizon is a function of the investment, 
not the investor. If an investor plans to hold stock in a company for 
only five years, the yield on a five-year Treasury note would not be 
appropriate since the company will continue to exist beyond those 
five years. (italics added for emphasis) 

21 In summary, the average expected yield on 20-year Treasury Bonds is the 

22 appropriate proxy for the risk-free rate in the CAPM because it is almost risk-free 

23 and has a long-term investment horizon consistent with utilities' common stocks (not 

24 individual investors) and is thus consistent with the infinite investment horizon 

25 assumed in the standard DCF model. 

26 3. Market Equitv Risk Premium 

27 Q. 49 Please explain the basis for your estimation of the expected market equity risk 

28 premium. 
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A. 49 I estimate investors’ expected total return rate based on an average of forecasted and 

long-term historical return rates from which I subtract the risk-free rate. The result is 

3 

4 

a market equity risk premium, some proportion of which must be allocated to 

Southwest and each proxy group. I make the allocation of the market equity risk 

5 
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22 

premium through the use of beta because beta is a measure of the risk of a security 

relative to the entire market. 

The basis of the projected market equity risk premium is explained in detail 

in Note 1 on Sheet 4 of Exhibit - (FJH-13). The 3-5 year total market appreciation 

projection, when converted to an annual rate plus the market’s average dividend 

yield equals a forecasted total annual return rate of 12.93%. The long-term 

historical total annual arithmetic mean return rate of 12.40% on the market of large 

company stocks is from Ibbotson Associates’ Stocks, Bonds. Bills and Inflation: 

Valuation Edition - 2004 Yearbook. The relevant risk-free rate was deducted from 

the total market retun rate. For example, from the Value Line projected total 

market return of 12.93%, the forecasted average risk-free rate of 5.52% was 

deducted indicating a forecasted market risk premium of 7.41%. From the Ibbotson 

Associates’ arithmetic mean long-term historical total return rate of 12.40%, the 

long-term historical income return rate on long-term U.S. Government Securities of 

5.20% was deducted indicating an historical equity risk premium of 7.20%. Thus, 

the average of the projected and historical total market risk premiums of 7.41% and 

7.20%, respectively, is 7.305%, or 7.31%, rounded. 

4. Conclusion of CAPM Cost Rates 

23 Q. 50 What are the results of your applications of the CAPM and ECAPM? a. 46 
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3 respectively. 

4 
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7 Value Line LDCs. 

8 E. The Comparable Earnings Model (CEM) 

9 1. Theoretical Basis 

Q. 51 Please describe the theoretical basis of the CEM. 

A. 50 They are shown on Exhibit - (FJH-13), Sheet 1. The details for the CAPM and 

ECAPM are shown by company on Sheets 2 and 3 of Exhibit - (FJH-13), 

I rely upon the average of both the CAPM and ECAPM cost rates. As shown 

on Line No. 3, Sheet 1 of Exhibit - (FJH-13), they are 11.55% for Southwest, 

1 1.49% for the proxy group of five LDCs and 11.25% for the proxy group of eleven 

10 

11 

12 

13 

14 

A. 5 1 The comparable earnings standard recognizes the fundamental economic concept of 

opportunity cost. This concept states that the cost of using any resource - land, labor 

and/or capital - for a specific purpose is the return that could have been earned in the 

next best alternative use. The opportunity cost to an investor in a utility’s common 

15 

16 

17 

stock is what that capital would yield in an alternative investment of similar risk. 

The opportunity cost principle is consistent with one of the fundamental principles of 

utility price regulation, i.e., it is intended to act as a surrogate for the competition of 

18 the marketplace. 

19 The problem in using returns on book equity (the ROEs) of non-price 

20 

21 

22 

regulated companies is determining whether such companies are similar in risk to the 

price-regulated utility. The ROEs of other similar, price-regulated firms should not 

be relied upon because they reflect the results of regulatory awards which may not 

23 

4lb 
be indicative of what could have been earned in a competitive market. Moreover, 
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such use would be an exercise in circularity. Cbnsequently, application of the CEM 

is most appropriately implemented by examining the ROEs of similar risk, 

domestic, non-price regulated firms. 

As it is the perception of investors that competition continues to accelerate in 

the natural gas industry, the concept of observing the rates of earnings on book 

equity, or net worth, of comparable risk non-price regulated firms has greater 

relevance than ever despite a long regulatory history for the use of the comparable 

earnings method. Moreover, the use of ROEs of comparable non-price regulated 

firms is appropriate because: 

(1) Under the rate basehate of return paradigm, the rate of return 

(including the rate of return on common equity) is applied to a rate 

base measured at original (Le., book) cost; 

As discussed supra, many factors influence market prices other than 

company-specific EPS and/or DPS. Thus, when market values differ 

from their book values, market-based DCF cost rates either understate 

or overstate the rates of earnings required on book equity (i.e., the 

common equity financed portion of an original cost rate base); and 

As also discussed supra, regulatory decisions can influence but cannot 

control market prices. 

(2) 

(3) 

2. Amlication of the CEM 

Q. 52 How did you approach your CEM analyses? 

A. 52 My CEM analysis is set forth in Exhibit - (FJH-14) which consists of five sheets. 

Sheets 1, 2 and 3 contain the relevant data for the domestic non-price regulated 
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companies which are comparable in risk to Southwest and the proxy groups of five 

LDCs and eleven Value Line LDCs, respectively. Sheets 4 and 5 contain the notes 

relative to Sheets 1, 2 and 3. It is critical to the application of the CEM to select 

proxy groups of non-price regulated companies similar in total risk to the price- 

regulated utilities, i.e., Southwest and the two proxy groups of LDCs. The proxy 

groups of comparable domestic, non-price regulated f m s  should be broad-based in 

order to obviate individual company-specific aberrations. Utilities should be 

eliminated to avoid circularity since the rates of return on their book common equity 

are substantially influenced by the rate determinations of their respective regulatory 

commissions, many of which are the result of negotiated settlements and are not 

truly market-based results. They are often just the “fall-out”, or balance wheel, of 

the many issues resolved through the settlement process. 

3. Selection of Market-Based ComDanies of Similar Risk 

Q. 53 Is your application of the CEM market-based? 

A. 53 Yes. My application of the CEM is market-based because the selection of the 

comparable non-price regulated firms is based upon statistics derived from the 

market prices paid by investors. Specifically, I rely upon the betas and related 

statistics derived from Value Line regression analyses of weekly market prices over 

the most recent 260 weeks (five years). The bases of selection resulted in proxy 

groups of domestic, non-price regulated firms comparable to the price-regulated 

utilities, i.e., comparable in total risk, the sum of non-diversifiable market risk and 

diversifiable company-specific risks. As a result, there are 25 non-utility, non-price 

regulated companies comparable in total risk to Southwest, 36 companies 
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comparable in total risk to the proxy group of five LDCs and 26 companies 

comparable in total risk to the proxy group of eleven Value Line LDCs. In selecting 

the non-price regulated firms I eliminated all those with expected ROEs of 20.00% 

or greater and those with expected ROEs less than 9.90% and determined that: 

1, 

2. 

3. 

They be domestic, non-price regulated companies, i.e., non-utilities. 

They be covered by Value Line Investment Survey (Standard Edition). 

Their unadjusted betas lie within plus or minus two standard deviations of the 

unadjusted betas of Southwest and the average unadjusted beta of each proxy 

group of LDCs. 

The standard errors of the regressions lie within plus or minus two standard 

deviations of the average standard error of the regression for Southwest and 

the average standard error of the regression of each proxy group of LDCs. 

Betas are a measure of market, or systematic, risk. The standard errors of the 

regressions were used to measure each fm’s  company-specific risk (diversifiable, 

unsystematic risk). The standard errors of the regressions measure the extent to 

which events specific to a company affect its stock price. Because market prices 

reflect investors’ perceptions of total risk, all risk which is  not systematic market 

risk (beta) is reflected in the standard error of the regression which is a measure of 

total non-systematic risk which is diversifiable. In essence, companies which have 

4. 

similar betas and standard errors of the regressions have similar total investment 

risk. The betas and standard errors result from regression analyses of market prices 

which reflect all perceived risks consistent with the EMH. Consequently, the use of 

those regression statistics results in proxy groups of non-price regulated domestic 
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f m s  which are similar in total investment risk to Southwest and each proxy group 

of LDCs. The use of two standard deviations captures 95.50% of the distribution of 

unadjusted betas and standard errors of the regressions, thereby assuring 

comparability of total investment risk. 

The use of Student’s t-statistic at the 95% confidence level resulted in the 

elimination of the highest expected ROE, i.e., the 43.5% for Moody’s Corp. which 

is included in all three groups of non-price regulated companies comparable in total 

risk to Southwest and each proxy group of LDCs. As discussed supra, I also 

eliminated return rates of 20.00% or greater (which would also have eliminated 

Moody’s Corp.’s 43.5%) and those lower than 9.90%. I did so because it is not 

likely that any gas distribution utility would be awarded an ROE of 20.00% or 

more; conversely, I also eliminated ROES less than 9.90% because 9.90% was the 

lowest awarded ROE to an LDC by any state commission during the period January 

1, 2003 through September 30, 2004 especially since it is clear that prospective 

capital costs, including the cost of equity, will continue to increase. 

4. Conclusion of CEM Cost Rates 

Q. 54 What are the most indicative CEM cost rates applicable to Southwest and each proxy 

group? 

A. 54 As shown on Sheets 1, 2 and 3 of Exhibit - (FJH-14)’ they are 13.65% relative to 

Southwest, 13.30% relative to the proxy group of five LDCs and 12.44% relative to 

the proxy group of eleven Value Line LDCs. 
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1 0 X. CONCLUSION OF COMMON EQUITY COST RATE 

A. Conclusion of Common Equity Cost Rate 
Must be Based on the Application of Multiple Models 
and Consideration of all Risks 

Q. 55 Please summarize why, in your opinion, the conclusion of common equity cost rate 

must be determined from the results of the application of multiple cost of common 7 

I 8 equity models. 

I 9 A. 55 As discussed supra, the EMH and common sense mandate the use of multiple 

10 market-based cost of common equity models. All of the models which I have 

11 utilized are market-based. 

12 1. The DCF Model utilizes market prices paid by investors. 

13 
14 

2. The RPM utilizes the expected market yield on company-specific long-term 
debt and the equity risk premium based upon an expectation of the market 
equity risk premium. 15 

17 3. The CAPM and ECAPM utilize total market returns, and betas which result 
from each individual stock's market price movement relative to the market. 18 

19 
20 
21 
22 
23 
24 

4. The CEM is based upon the selection of comparable risk, non-price regulated 
domestic companies selected through the use of statistics derived from 
regression analyses of market prices paid by investors. 

Investors are aware of all of these cost of common equity models which are in use 

25 and discussed in the financial literature. Therefore, belief in the EMH requires that 

26 all of them be taken into account. 

27 Q. 56 What is your recommended common equity cost rate? 

I 28 A. 56 My recommended common equity cost rate is 11.95% applicable to Southwest's 

I 29 proposed hypothetical common equity ratio of 42.00%. It is based on the application 

I 30 of all four cost of common equity models to Southwest and the two proxy groups of 
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LDCs. Equal weight was given to all four market-based cost of common equity 

models. The resultant average cost rates, before adjustments to the average cost 

rates of the proxy groups to reflect Southwest’s additional risk, are 11.85% for 

Southwest itself, 11.59% for the proxy group of five LDCs and 11.3 1% for the proxy 

group of eleven Value Line companies as shown on Line No. 5 of Exhibit - 0;JH- 

l), Sheet 2. 

Adjustments are required in order for the average cost rates of the proxy 

groups to be applicable to Southwest because of those groups’ higher average bond 

ratings which reflect better achieved rates of earnings on greater actual common 

equity ratios. There are two adjustments which are necessary and they are shown on 

Line Nos. 6A and 6B of Exhibit - (FJH-l), Sheet 2. The first adjustment of 0.36% 

(explained in Note 6 on Sheet 3 of Exhibit - (FJH-1)) is necessary in order to 

reflect Southwest’s lower Moody’s bond rating of Baa2 vis-a-vis the higher average 

Moody’s bond rating of A2 for each proxy group. 

In addition, bond rating differences alone do not reflect the fact that 

effectively, a great majority of companies in each proxy group have protection 

against the vagaries of weather, either through weather normalization clauses, 

weather stabilization insurance, or innovative rate design. Southwest has no 

protection against the impact of the vagaries of weather on revenues, earnings and 

cash flows. The lack of protection from the vagaries of the weather (in addition to 

declining per customer usage) is a significant factor in Southwest’s more risky S&P 

assigned business profile of “3” versus an average 1.8 for the proxy group of five 

and 2.0 for the proxy group of eleven Value Line LDCs. The adjustments on Line 
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6A of Exhibit - (FJH-l), Sheet 2 reflect onlylhe difference in bond rating but not 

Southwest’s more risky business profile which directly impacts common 

shareholders’ risks. Consequently, I believe it is necessary to further adjust the cost 

rates of the proxy groups upward by 0.15% and 0.20% (as explained in detail in Note 

7, Sheet 3 of Exhibit - (FJH-1) because Southwest does not have, nor has it had, 

any protection from the vagaries of weather. I believe such protection reduces 

common equity cost rate risk by 0.25%. Conversely, because Southwest does not 

have a WNC in place, the cost rates of the proxy groups must be adjusted upward on 

a pro rata basis to reflect Southwest’s greater common equity risk. Thus, the total 

adjustments (sum of Line Nos. 6A and 6B on Sheet 2 of Exhibit - (FJH-1) 

aggregate 0.51% and 0.56% for the proxy groups of five LDCs and eleven Value 

Line LDCs, respectively. As a result of those upward adjustments, the common 

equity cost rate applicable to the proxy group of five LDCs is 12.10% and that 

applicable to the proxy group of eleven Value Line LDCs is 11.87% as shown on 

Line No. 7 of Exhibit - (FJH-I), Sheet 2. Southwest’s average common equity cost 

rate of 11.85% shown on Line Nos. 5 and 7 on Sheet 3, requires no adjustment. I 

rely on an average of all three of those cost rates, or 11.95% as being applicable to 

Southwest . 

If this Commission were to adopt Southwest’s actual capital structure ratios, 

either the average during or at the end of the August 31,2004 test year in lieu of the 

proposed hypothetical ratios, my recommended common equity cost rate would be 

higher than 11.95% because of the added financial risk, consistent with basic 

financial precepts. 
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Q. 57 Have you included in your recommended common equity cost rate any allowance for 

the costs associated with the issuance of new common stock, Le., flotation costs? 

A. 57 No. Recent increases in the number of shares has been through the Dividend 

Reinvestment and Stock Purchase Plan (DRSPP). While Southwest has no plans for 

a new public offering of common stock in the immediate future, additional shares 

have been, and are, expected to be issued from a shelf authorization over the next 

several years. The purchased shares do have a one percent sales commission 

associated with them. Nonetheless, in order to be conservative, I have made no 

adjustment to common equity cost rate to reflect such costs. 

Q. 58 What is your recommended common equity cost rate if the requested CMT is 

approved? 

A. 58 It is 11.70% and reflects a reduction in common equity cost rate of 0.25%. I have 

testified in other cases in the past that the implementation of a weather normalization 

clause would result in a reduction of 25 basis points (0.25%) in common equity cost 

rate. However, in Case 29679 (Opinion No. 88-19) (95 PUR 4* 128) re: National 

Fuel Gas Distribution Corporation, in which I offered a reduction of 0.25% in 

common equity cost rate, the New York Public Service Commission, in allowing the 

establishment of a weather normalization adjustment clause on a trial basis, 

disagreed and found that it had no impact on common equity cost rate when it stated: 

The weather normalization clause would not operate to maintain a 
particular earnings target; rather, it would simply stabilize revenues 
(and customer bills) by moderating the influence of weather? 

For this reason, the company’s proposal to tie an arbitrary 
reduction to its projected cost of equity to the adoption of a 
weather normalization clause makes no sense. 
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Notwithstanding the foregoing decision of the New York Public Service 

Commission, I believe that the stabilization of revenues resulting from the 

implementation of the CMT, in the instant matter, would stabilize earnings by 

adjusting for weather and volumes, thereby somewhat improving the opportunity to 

earn the authorized operating margin. Thus, I believe that the CMT, if approved, 

would reduce the cost of common equity by 25 basis points, or 0.25%. 

Consequently, I believe that such a reduction is conservatively appropriate, 

especially in view of the fact that the New York Public Service Commission 

determined there was no reduction in common equity cost rate attributable to the 

implementation of a weather normalization clause, as discussed supra. 

XI. REALITY CHECK 

Q. 59 Have you performed a reality check to affirm that a common equity cost rates of 

11.95%, with no CMT being in effect, and 11.70% with a CMT in effect are 

realistic? 

A. 59 Yes, I have. On Exhibit - (FJH-15), I have shown a summary of regulatory awards 

made to gas distribution companies by state regulatory commissions during the 

period January 1, 2003 through September 30, 2004. As shown, the average 

authorized rate of return on common equity was 10.86% relative to a 47.60% 

common equity ratio for all awards. The average award for all fully litigated cases 

was 10.91% relative to a 47.68% common equity ratio. Capital costs are beginning 

to increase and are expected to do so at least through early 2006 per the consensus 

forecasts of about 50 economists per the October 1, 2004 Blue Chip Financial 
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Forecasts (Exhibit - FJH-11), Sheet 7). For example, the average yield on Aaa 

corporate bonds is expected to be 6.6% in the first quarter 2006 fiom about 5.4% in 

late September 2004, an increase of about 120 basis points. When an average 

awarded ROE of about 10.9% is adjusted to take into account investors’ expectation 

of higher capital costs as well as Southwest’s lower ratemaking (hypothetical) 

common equity ratio of 42% (versus nearly 48%) and Southwest’s lower (more 

risky) bond rating, higher (more risky) business profile, and lack of protection from 

the vagaries of weather exacerbated by declining per customer usage, it is clear that 

my recommended cost(s) of common equity pass the reality check. 

Q. 60 Are there other reasons why Southwest should be afforded an opportunity to earn a 

higher ROE than has been awarded to other LDCs as discussed supra? 

A. 60 Yes. It is important to remember that Southwest’s S&P bond rating is BBB- (minus) 

which is the very bottom of investment gade bond rating. The slightest further 

downgrade of even one rating notch by S&P would put the rating at BB+ which is 

below investment grade. A downgrade to below investment grade would be 

complete disaster for a utility such as Southwest which has an obligation to serve at 

all times because it needs to be able to raise capital on reasonable terms when 

required - not when it is convenient. It would be an even greater disaster for 

Southwest, one of the fastest growing LDCs in the country, which needs to raise 

capital frequently. At a minimum, capital if raised, would cost considerably more 

than would have to be paid by utilities with investment grade rated bonds seeking 

capital at the same time. At the worst, service to customers would be impaired if, in 

23 tight capital markets, all of the required capital could not be raised, which is quite 
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possible. Consequently, Southwest must maintain access to the capital markets at all 

times on a reasonable basis even during tight money periods. Its credit rating should 

be enhanced over time and its debt should not be allowed to be downgraded to the 

speculative BB category. The ways to best preserve Southwest’s financial integrity 

and, hopefully, to help it to improve over time are to recognize: 

that Southwest’s requested capital structure and ROE will truly be of long- 

range benefit to its customers by preserving its investment grade status; 

that Southwest is more risky than the average LDC and specifically the two 

proxy groups of LDCs; 

that it has no protection against the adverse impact of declining per customer 

usage and weather’s vagaries on revenues, earnings, and cash flows and that 

protection such as the requested CMT is essential to its financial health; 

that the use of a hypothetical capital structure which includes 42% common 

equity is a critical element to Southwest’s financial well-being; and 

that the financial community needs to receive a positive signal from 

regulators that they recognize Southwest’s problems attributable to: ( ) the 

history of inadequate achieved ROES; (2) an inability to increase its dividend 

for more than ten years; and (3) a bottom of investment grade bond rating; 

and by taking action to remedy them because, despite its best efforts, 

Southwest has been unable to overcome them. 

Q. 61 Does that conclude your direct testimony? 

A. 61 Yes’itdoes. 
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PROFESSIONAL QUALIFICATIONS OF FRANK J. HANLEY 

EDUCATIONAL BACKGROUND 

I am a graduate of Drexel University where I received a Bachelor of Science Degree from the 

College of Business Administration. The principal courses required for this Degree include accounting, 

economics, finance and other related courses. I am also Certified by the Society of Utility and 

Regulatory Financial Analysts, formerly the National Society of Rate of Return Analysts, as a Rate of 

Return Analyst (CRRA). 

PROFESSIONAL EXPERIENCE 

In 1959, I was employed by American Water Works Service Company, Inc., which is a wholly- 

owned subsidiary of American Water Works Company, Inc., the largest investor-owned water works 

operation in the United States. I was assigned to its Treasury Department in Philadelphia until 1961. 

During that period of time, I was heavily involved in the development of cash flow projections and 

negotiations with banks for the establishment of lines of credit for all of the operating and subholding 

companies in the system, which normally aggregated more than $100 million per year. 

* 
In 1961, I was assigned to its Accounting Department where I remaineduntill963. During that 

two-year period, I became intimately familiar with all aspects of a service company accounting system, 

the nature of the services performed, and the methods of allocating costs. In 1963, I was reassigned to 

its Treasury Department as a Financial Analyst. My duties consisted of those previously performed, as 

well as the expanded responsibilities of assisting in the preparation of testimony and exhibits to be 

presented to various public utility commissions in regard to fair rate of return and other financial 

matters. I also designed and recommended financing programs for many of American’s operating 
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subsidiaries and negotiated sales of long-term debt securities and preferred stock on their behalf either . 

directly with institutional investors or through investment bankers. I was elected Assistant Treasurer of 

a number of operating subsidiaries in the Fall of 1967, just prior to accepting employment with the 

Communications and Technical Services Division of the Philco-Ford Corporation located in Fort 

Washington, Pennsylvania. While in the employ of the Philco-Ford organization, as a Senior Financial 

Analyst, I had responsibility for the pricing negotiations and analysis of acceptable rates of return to the 

corporation for all types of contract proposals with various agencies of the U.S. Government and 

foreign governments. 

In the Summer of 1969, I accepted a position with the Financial Division of The Philadelphia 

National Bank. I was elected Financial Planning Officer of the bank in December 1970. While 

employed with The Philadelphia National Bank, my responsibilities included preparation of the annual 

and five-year profit plans. In the compilation of these plans, I had to perform detailed analyses and 

measure the various levels of profitability for each organizational unit. I also assisted correspondent 

banks in matters of recapitalization and merger, made recommendations and studies for their use before 

the various regulatory bodies having jurisdiction over them. 

In September 197 1, I joined AUS Consultants - Utility Services Group as Vice President. I was 

elected Senior Vice President in May 1975. I was elected President in September 1989. 

EXPERT WITNESS QUALIFICATIONS 

I have offered testimony as an expert witness on the subjects of fair rate of return and utility 

financial matters in approximately 300 various cases and dockets before the following agencies and 

courts: before the Alaska Public Utilities Commission and its successor the Regulatory Commission of 
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Alaska, the Arizona Corporation Commission, the Arkansas Public Service Commission, the 

California Public Utilities Commission, the Public Utilities Control Authority of Connecticut, the 

Delaware Public Service Commission, the Florida Public Service Commission, Hawaii Public Utilities 

Commission, the Idaho Public Utilities Commission, the Illinois Commerce Commission, the Indiana 

Public Utility Regulatory Commission, the Iowa Utilities Board, the Public Service Commission of 

Kentucky, the Maryland Public Service Commission, the Massachusetts Department of Public Utilities, 

the Michigan Public Service Commission, the Minnesota Public Utilities Commission, the Missouri 

Public Service Commission, the Public Utilities Commission of Nevada, the New Jersey Board of 

Public Utilities, the New Mexico State Corporation Commission, the Public Service Commission of 

the State of New York, the North Carolina Utilities Commission, the Ohio Public Utilities 

Commission, the Oklahoma Corporation Commission, the Pennsylvania Public Utility Commission, 

the Rhode Island Public Utilities Commission, the Tennessee Public Service Commission, the Public 

Service Board of the State of Vermont, the Virginia State Corporation Commission, the Public 

Services Commission of the Territory of the U.S. Virgin Islands, the Washington Utilities and 

Transportation Commission, the Public Service Commission of West Virginia, the Wisconsin Public 

Service Commission, the Federal Power Commission and its successor the Federal Energy Regulatory 

Commission. I have testified before the New Jersey Division of Tax Appeals and the United States 

Bankruptcy Court - Middle District of Pennsylvania with regard to the economic valuation of utility 

property. Also, I have testified before the U.S. Tax Court in Washington D.C. as an expert witness on 

the value of closely held utility common stock in a contested Federal Estate Tax case. 

In addition, I have appeared as a Staff rate of return witness for the Arizona Corporation a 
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Commission, the Delaware Public Service Commission and the Virgin Islands Public Services 

Commission. I have testified on the fair rate of return on behalf of the City of New Orleans, Louisiana, 

and also acted as project manager for my firm in representing the City in the 1980-1981 rate 

proceeding of New Orleans Public Services, Inc. The City of New Orleans then had, as it does now, 

regulatory authority with regard to the retail rates charged by New Orleans Public Service, Inc., far 

electric and natural gas service. I have also acted as a consultant to the District of Columbia Public 

Service Commission itself -- not in the capacity of Staff. 

I have testified before a number of local and county regulatory bodies in various states on the 

subject of fair rate of return on behalf of cabIe television companies as well as before an arbitration 

panel in Ohio and a State District Court in Texas. I have testified before the Public Works Committee 

of the Nebraska State Senate in relation to Legislative Bill 731 which proposed permitting Public 

Power Districts and Municipalities to enter the Cable Television field. 

PROFESSIONAL ASSOCIATIONS, 
PUBLICATIONS AND GUEST SPEAKER APPEARANCES 

I am a Member of the Society of Utility and Regulatory Financial Analysts (SURFA), formerly 

known as the National Society of Rate of Return Analysts. I am a Certified Rate of Return Analyst 

(CRRA). I am on the Advisory Council of New Mexico State University’s Center for Public Utilities 

which is endorsed by the National Association of Regulatory Utility Commissioners (NARUC). I am 

also a member of the Executive Advisory Council of the Rutgers University School of Business at 

Camden. AUS Consultants - Utility Services is an associate member of the American Gas Association 

(AGA) and I am a member of AGA’s Rate and Strategic Issues Committee. I am also an associate 
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member of the National Association of Water Companies and also an associate member of the Energy 

Association of Pennsylvania. AUS Consultants - Utility Services is an associate member of the New 

Jersey Utilities Association. 

I often attend SURFA meetings during which considerable information on the subject of rate of 

I return is exchanged. I have also attended corporate bond rating seminars held by Standard & Poor's 

Corporation. I continuously review financial publications of institutions such as Standard & Poor's, 

Moody's Investors' Service, Value Line Investment Survey, and periodicals of various agencies of the 

U.S. Government. 

I co-authored an article with A. Gerald Harris entitled "Does Diversification Increase the Cost of 

Equity Capital?" which was published in the July 15,1991 issue of Public Utilities Fortnightly. Also, 

an article which I co-authored with Pauline M. Ahern entitled "Comparable Earnings: New Life for an 

Old Precept" was published in the American Gas Association's Financial Ouarterlv Review, Summer 

1994. I also authored an article entitled "Why Performance-Based Incentives Are Essential" which was 

published in THE! CITY GATE, Fall 1995, a magazine published by the Pennsylvania Gas Association. 

I have appeared as a guest speaker before an annual convention of the Mid-American Cable 

Television Association in Kansas City, Missouri and as a guest panelist on the small water companies' 

operation seminar of the National Association of Water Companies' 77th Annual Convention in 

Hollywood, Florida. I addressed the Second Annual Seminar on Regulation of Water Utilities 
I 

I sponsored by N.A.R.U.C., at the University of South Florida's St. Petersburg campus. I have spoken 

I on fair rate of return to the Third and Fourth Annual Utilities Conferences, as well as the special 

conference on the cost of capital in El Paso, Texas sponsored by New Mexico State University. In 
~ 
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1983 I also made a presentation on the Cost of Capital in Atlantic City, New Jersey, at a seminar co- 

sponsored by Temple University. I have also addressed the Public Utility Law Section of the American 

Bar Association's Third Institute on Fundamentals of Ratemaking which was held in Washington, D.C. 

and I addressed a Conference on Cable Television sponsored by The University of Texas School of 

Law at Austin, Texas. Also, I addressed a meeting of the New England Water Works Association at 

Boxborough, Massachusetts, on the subject of Enterprise Financing. In addition, I was a speaker and 

mock witness in three different Utility Workshops for Attorneys sponsored by the Financial 

Accounting Institute held in Boston and Washington, D.C. I also was on a panel at the 23rd Financial 

Forum sponsored by the National Society of Rate of Return Analysts. The topic was Rate of Return 

Determination in the Diversified and/or Partially Deregulated Environment. I addressed the 83rd 

Annual Meeting of the Pennsylvania Gas Association in Hershey, PA. My topic was the Cost of 

Capital Implications of Demand Side Management. In June 1993, I lectured on the cost of capital at 

the American Gas Association's Gas Rate Fundamentals Course. In October 1993, I was a guest 

speaker at the University of Wisconsin's Center for Public Utilities -- my topic was "Diversification 

and Corporate Restructuring in the Electric Utility Industry - Trends and Cost of Capital Implications." 

In October 1994, I was a guest speaker on a panel at the Fourteenth Annual Electric & Natural Gas 

Conference in Atlanta, Ga., sponsored by the Bonbright Utilities Center of the University of Georgia 

and the Georgia Public Service Commission. The panel topic was "Responses to Competition and 

Incentive Rates." In October 1994, I was a guest speaker on a panel at a conference and workshop 

called "Navigating the Shoals of Cable Rate Regulation" sponsored by EXNET in Washington, D.C. 

The panel topic was "Rate of Return." Also, in March 1995, I was a guest speaker on a panel at a 

I 
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conference entitled, “Current Issues Challenging the Regulatory Process“ sponsored by New Mexico 

State University - Center for Public Utilities. My panel topic concerned the electric industry and was 

titled, “Impact of a Competitive Structure on the Financial Markets“. In May 1995, I was a guest 

speaker at the 87th Annual Meeting of the Pennsylvania Gas Association in Hershey, PA. My topic 

was “The Pennsylvania Economy and Utility Regulation: Impact on Industry, Consumers and 

Investors.” In May 1996, I was on a panel at the 28th Financial Forum of the Society of Utility and 

Regulatory Financial Analysts. The panel’s topic was “Revisiting the Risk Premium Approach” and 

was held in Richmond, Virginia. Since May 1996, I have participated as an instructor in 2-3 seminars 

per year on the “Basics of Regulation” (and the ratemaking process in a changing environment) and 

also in a program called “A Step Beyond the Basics”, all sponsored by New Mexico State University’s 

Center for Public Utilities and NARUC. In March 2002, I was a guest speaker before the Rate and 

Strategic Issues Committee of the American Gas Association in St. Petersburg, Florida. My topic was 

Rate of Return Strategies. In December 2002, I was a guest speaker at a seminar entitled, “Service 

Innovations and Revenue Enhancements for the Energy Distribution Business” sponsored by the 

American Gas Association in Washington, DC. My topic was “The Impact of Volatile Energy Markets 

on Rate of Return Strategies”. In February 2003, I spoke at the Rutgers University-Camden, NJ 

M.B.A. Speaker Series. I addressed M.B.A. students and interested faculty on the role of the expert 

witness in the public utility ratemaking process. In November 2003, by invitation, I was a Guest 

Professor at Rutgers University - Camden for a class of undergraduate finance students. 

I 
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Southwest Gas Cornoration 
Summary of Cost of Capital and Fair Rate of Return 

Based Upon a HvPoth etical Reaulatorv Cao ita1 Structure 

With no Conservation Margin Tracker (CMT) Authorized 

Weighted 
Type of Capital Ratios (1) Cost Rate Cost Rate 

tong-Term Debt 53.00 7.40 (1) 3.97 

Preferred Equity 5.00 8.20 (1) 0.41 

Common Equity 
Total 

42.00 11.95 (2) 5.02 
9-40 % - 100.00 % - 

With a CMT 

Weighted 
Type of Capital Ratios Cost Rate Cost Rate 

tong-Teim Debt 53.00 7.49 (I) 3.97 

Preferred Equity 

Common Equity 

Total 

Notes: 

5.00 8.20 (1) 0.41 

42.00 11.70 (2) 4.91 

9.29 % - 100.00 % - 

(1) FmmSchedute D-1, Sheet 1 of I 
(2) Based upon informed judgment from the entire study, the principal results of whicb are summarized on Sheet 2 

Of mbii No-(FJH-I) 
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PWGmup 
OfFiVeGas 

Ltn% socdhwest- Distribution 
__c_ No. PtkCipdMethods CorpMation companies 

1. uw-CashmAlkdel(1) 10,69 % 10.20 % 

2 RiskPremiumModel(2) 11-49 11.38 

3. capital Asset Pricing Model (3) 11.55 11.48 

4. Comparable Earnings Analysb (4) 13.85 1330 

11.85 % 11.59 96 

$1.95 % 

(0.25) 

11 70 96 
LI__ 

_- - 

10.38 96 

11-19 

11.25 

12.44 

11.31 % 

0.20 (7) 

11.87 % 

See Sheet 41br nates. 
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Southwest Gas Corporation 
Brief Summaw of Common Euu-tv Cost Rate 

Notes: 

(I) From Sheet 1 of Exhibit No. (FJH-7). 

(2) From Sheet 1 of €xhiW No. - (FJH-f 1). 

(3) From Sheet 1 of ExhibR No. - (FJH-13). 

(4) From Sheets 1,2 and 3 of Exhibit No. - (FJH-14). 

(5) The 1 l.SS% indicated common equity cost rate based upon the proxy gmup of five LDCs 
is applicable to the average A2 Moody's bond rating of the group. As explained in Mr. 
Hanley's direct testtrnany, Southwest Gas Corporation has greater relative risk than the 
f i e  LDCs as evidenced by the Company's Baa2 Moody's bond rating. Therefore, an 
indication of the magnitude of the investment risk adjustment is based upon the yield 
spread between A2 and Baa2 rated public utility bonds. The investment risk adjustment 
ofU.36% equals the two-thirds the average spread between A and Baa rated public r f f i l i  
bonds of 36 basis points (from Sheet 4 of Exhiblt - (FJH-1 I)), 

The 11.31% indicated common equlty cost rate based upon the proxy group of eleven 
Value Une LDCs is applicable to the average A2 Moody's bond rating ofthe group. As 
explained in Mr. Hanley's direct testimony, Southwest Gas Corporation has greater 
relative risk than the eleven Value Line LDCs as evidenced by the Company's Baa2 
Moody's bond rating. ThereforeJ an indication of the magnitude of the investment risk 
adjustment is based upon the yield spread between A2 and Baa2 rated public utiti 
bonds. The investment risk adjustment of 0.36% equals the average spread between A 
and Baa fated public utili* bonds of36 basis points (from Sheet 4 of Exhibit - (FJH- 

(6) 

9 VI- 
(7) AS explained in Mr. Hanfey's dimcttestimony, Southwed Gas Corpomtion does not enjoy 

protection from the vagaries of weather. Since the majority of the companies in both 
proxy groups have such clauses (see Sheet 3 of mibits - (FJW) and (FJH-5)), 
Southwest Gas Corporation has greater W i v e  risk vis-il-vis the companies in the pmxy 
groups, due to me greater variability of Its earnings attributable to the vagaries of 
weather. In Mr. Hanley's judgment the added fisk attributable to the lack of protection 
from the vagaries of weather is approximately 25 basis points. As shown on Sheet 3 of 
Exhibit ( F J W ) ,  the equivalent of 3 companies in the proxy group of five LDCs have 
W C s  in place. This equates to about 60% of the full impact or basis points ( 0.25% 
60% ) = 0.15%). It can be determined in similar fashion by reference to Sheet 3 of 
Exhibii (FJH-5),  that the equivalent of 9 companies in the proxy group of eleven 
Value Line LDCs enjoy prokctiin from weather, of 80% of the full impact or 20 basis 
points (( 0.25% * 80% ) = 0.mh). 

(8) Reduction in common equity risk Mhe requested Conservation Margin Tracker (CMT) is 
approved as fully discussed in Wlr. Hanky's accompanying direct testimony. 
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Standard & .POOPS * CORPORATE 
RATINGS CRITERIA 
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Dear Reader, 

This volume updates the 1994 edition of 
Corporate Finance Criteria. There are several 
new chaptea, covering OUT recently introduced 
Bank Loan Ratings, criteria for "notching" junior 
obligations, and the role of cyclicality in ratings. 
Naturally, the ratio medians have been brought 

Standard & Poor's criteria publications represent 
OUT endeavor to convey the thought processes and 
methodologies employed in determining Standard 
8~ Poor's ratings. They describe both 
the quantitative and qualitative aspects of the 
analysis. We believe that our rating product has 
the moa value if users appreciate dl that bas 
gone into producing the letter symbols. 

Bear in mind, though, that a rating is, in the end, 
an opinion. The rating experience is as ma& an 
art as it is a saence. 

up to date 

Solomon B. Samson 
Chairman, Corporate Ratings Criteria Committee 

s-- - . 
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Uti litie 
The Wttesratingmethodolagy encompassestwou 

components business rlsk analysts and flnendal dpk 
EvalWtion dhndustrycharaacs. theutlUy'sposltlon 
wlthin that Industry. Its tegulatlon, and Its management 
provides the context for asesslng a firm's lkydal con&- 
t iOL 

Historical analysis It a tool for ldentlfylng strengths and 
weaknessas and pmvider a startbg poht for eMhrathg 
fhndal  condition. But im posiclm assessment Is the 
qualltattve measure of a utlllry's fundamental credflwar- 
thlness It foams on the forces that wm shape the uUIiUc0' 
iiltllre. 

Markets and service area economy 
Assdng s w i c e  territ0o.y begins with the emnwnlc and 

demographicwaluatlonoftha areatnwhkhthe uCnrtyhas 
1trhanehlse.Strength oflong-termdemand for the produd 
is exBmlned &om a mscmeconomlc perspective. TNS en- 
ables Standard & Poor's to evaluate the &dabUty of 
rates and the staying power of demand. 

Standard &poor's tries to dlscern any secular cansump 
tlon trends and. more tmportady, the reasons for them 
Spedne items ucamlned Include the &e and growth mte 
of the marker. strength of the franchise. NnMical and 
piuJeaed sales gmwth. income levels and trends In p o p  
latlon, employment. and per capita Income. A utolty with 
a healthy economy and customer base-= illustrated by 
diverse employment opportunltles average or above-av- 
erage wealth and Snwm statfsMcs. and law urnploy- 

ment--Wm have a greater eapadty to suppMt its opa- 
uollp 

For dKMc and gas utlllties. dfstributlon by -mer 
class Ls sauUnlzed to assess *depth and dlvusityof the 
utnrty's wtomer mix. For m p l z  heavy Industrial con- 
centration is viewed cautiously, slnca B uCUlly may have 
Sign~fimt exposure to cycucal volatluty. AltemaUvely. a 
large resMentfaI componentyfcrds a stable and more pre- 
dlctablc ravenue  beam The largest ucruty customers are 
I d e n t i f l e d & d e t e n n l n e t h & ~ t o h b o t t o m I l n e  
andaaef~thertskoftlosand potentialadverseeffect 
M the utiUy's flnandal pwftlon. Credlt w n m  arlse 
when Individual customers represent more than 5% of 
revenuerThe mmpanyorlndustrymayplayaslgnillmt 
roletntheoveralleconDmlcbgsedtheswlceareaMont- 
over,largecustomersmayturntocogenaatlonwaIterna- 
tive power supplles to meet thelr energy needs. potenttally 
leadlng to reduced cash flow for the utlllty (even in cases 
where a large customer pays dlsmunted rater and Is not a 
pntable account for the utilly). Customer mncentrarion 
Is less dgnltlcmt for water and decOmmunIEatfon urn- 
ties. 

Competitive posfiion 
As mmpetitlve presures have lntuuiOed In the utltltles 

lndusny. Standard EL Poor's anal@ har deepened to In- 
clude a mora thomugh review of competitive position. 

Electric u'ilp competHion 
For elechie utiUttes mmpetltlve faLtws examined In- 

dude:~ntageaZBnnwholesalareveMettMsremost 
vuhrabls to competition; industrial load concentriitim 
mposure of key customers to alrernatlve suppllus: corn- 
merdalconcenlraUonsrates forvariouscustomerclasses 
ratedeslgnand 1IwlMlityprodudioncostcbothmargtna 
andflxed:theteglonalcapadiysi&atlon:and transmtssion 
coNtrafnh. A mgional focus is evident but high costs and 
rates relattve to natlonal werages are also of significant 
concern because ofthe potentfal for efecMdty substitutes 
over tlme 

Mounting competition In the eleEtrlc ururty industry 
derives from utcess generating capadty. lower banjers to 
entering the eleeMc generating business, and marginal 
cos& that M below embedded costs Standard & Poor's 
has already wftnesed de- pdces in wholesale m- 
kets as de /Bcbp retail competition Is h d y  beQ Seen In 
several parts of the counhy, Standard & Poor's believes 
hat over the mmlng years more and mors ar~lllmers will 
want and demand lower prkes. Inltla! coneems focus on 
the largest indusaial loads, but other customer classes wffl 
be Increaslnglywlnerable. CompetiUon will not necesar- 
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Uy be driven by le&latlon. Other pressures will arise from ance the ti& budgets) Atso. water utUltJ es are not fully 
giobal compeho; and improving techndogtes. whether 
It be the ded!ning cast of incremental genemClon or ad- 
vances In transmlssian capadry or substitute energy 
sources llke the fuel celL It is Impossible to say precrsely 
whenwMe-rrpenreteneampe~onwilloarur..~Illbe 
wolutlonary. However. sfgnfacantly greater mmpetiUon 
in retail m k e t s  is inevitable. 

Oar, utility competttion 
SimaarIy, gas utIlIties are analyzed with regard to th& 

competltive standhg in the three major areas of damand: 
rrstdentlel. commercial, and tndustriaL Althwgh regu- 
lated as holders of monopoly power, natural gas utfIftIes 
have fat some time been actlvely mmptlng for energy 
marketsharewfthfueloU, eleetridty.coal.solawmd.etc 
The long-term staying power of market demand for natu- 
ral gas cannot be taken for granted. In fact as the electrlc 
utility industry restruetr~es and reduces costs. eledrlc 
power wJll become more cost competlthre and threaten 
cenain gas markets. In addftfon, independent gas market- 
ers have made greater lnroads behlnd the dty gate and are 
competing for large gar users. Moreover, the recent trend 
by state regulators to unbundle uUMy sendas is creating 
opportunities far outsiders to market niche products Dis- 
Mbutors sUIl have !he upper band. but those who do not 
reduce and contr01 mstn and thus rates, could 6nd corn 
petition wen more dlmcult. 
Natural gas pipelines are Judged to cany a somewhat 

higher buslness risk than dtstributlon companies because 
they face competition every one of their markets. To the 
~ e n t a p I ~ ~ ~ ~ u ~ t l e s v e ~ s ~ n d u ~  end users, 
its stabfflty is greater. Over the next nve years pipelhe 
competitionwfflheatupsince manyservlce contractswfth 
customers BIP exp!rhg Most distributor ob end- PIS- 
tomes are IwkJng to reduoa plpeUne costs and ace work- 
ing to Improve thelr load factor to do so. Thus. ptpeUncs 
Wlll llltely flnd it dllilcult to recontra% & capadty in 
coming years Being thc plpehe of choke Is a function of 
athadive transportation rates. diversity and qual@ of 
services provided, and Qpadty avdable in each particular 
market In all cases though, p@i-Jdic dlsewnting of rates 
to retain customers will OCNT and put pressure on profit- 

Water utiJity competition 
As the lasttrue uUty monopoly. water ucllltles face very 

Utfle competition and there fs Eorrrntly no challenge to the 
conUnuaHon d franchlse mas. The only exceptions have 
been cafes where hvestor-owned water companies have 
been subJect to condemnatlorn and munldpdkation be- 
cause of poor sewlce or polltical mottvations, In that re- 
gard, Standard & Poor's pays dose attention to costa and 
rates in relaUon to nelghbodng utIllties and natlonal aver- 
ages. (In contrad, the prlvatrzatron of publlcwater fecllftles 
has begun, albeft at a slower pace than mtkfpated. Thfs Js 
ocwring mostly in the form of operatlng contracts and 
publfdprlvate partnerships and not In asset transfers. 
This trend should continue as ddes look for ways to bal- 

30 

iibuty. 

Immune to &e fo&s of competttion: In a few instancii 
wholesale tuStorners can access more than one supplfer. 

Telephone competition 
The TelecommunIcaUons Act of 1996 accelerates the con- 

ttnuing challenge to the I d  exchange companies' (LEc5) 
cenhuy-old monopoly in the local loop. Competltlve ac- 
cess providers (CAPS). both fadlltfes-based and resellerr 
are agcesslvely pursuing customers, generaliy Wetlng 
metropolitan areas, and promtslng lower rates and better 
sewice 

Mast Iong-dLsta~tce calls are stlll originated and terml- 
Rated on the local telephone company network To com- 
plete such a call, the long-dlstance provfder {hdudlng 
AT&T, MCI, Sprlnt and a has of s d e r  interexchange 
cartlers or 'IXCsa) must pay the local Mephone company 
a steep *access* fee to compensate the local phone com- 
pany for the US(I of Its local network CAPS, In comest. 
build or lease fadtles that dlrectly connect customers to 
their Img-dlslance d e r .  bypassing the I d  telephone 
company and avoldlng access fees. and thereby can offer 
lower long-drstance rates But the UCs are not stan- 
sUlk they are CombaUng the loss of business to CAPS by 
loweringa~fees,therebyredudngthe ecanamlclncen- 
We for a hfgh usage long-distance customer to use a CAP- 
LECs are attempting to make up for the loss of revenues 
from lower access fees by Inuesslng basfc local service 
rates (or at least not lowering them). stnce bask s d c e  is 
far less subject to competrtlon. LECs are lmprwlng oper- 
ating efadency and marketing high magln. value-added 
newservlces. AddfffoMUy.inthewakeoftheTelecommu- 
nicatlons Act, LECs wffl capture at least some of the Inter- 
LATA longdistance market& aresult of these Wtfatlves, 
LECs contfnue to rebuild themseives-from the tradltlonal 
uUUQ monopoly to leaner, more marketing orJented or- 
ganlzatlons. 

White LECs, and Indeed all segments of the telecommu- 
nfcatIw sectur, face fncreadng competltfon, there am fa- 
vorable indmby factors that tend to offset helghtened 
business risk and auger for overaIIratIngmabKtlyfor most 
LECr Importantly. telecomrnunlcatlons Ira dediningcwt 
business With increased deployment of fiber optics. the 
cDstoftransporthasfallendramaticalyand digital switch- 
ing hardware and software have yielded more capable, 
trouble-free and cast-eMdent networks As a result the 
cost ofnetworkmalntenance hasdropped sharply, asillus- 
trated by the ratio of employees per 1D.ODD actess bes. 
oft dted measuremenf of eMdency. Ratlw as low as 25 
employees per 1O.WO Unes are being seen. down from the 
typlcal40ormoreemployeesper 10,WOratioofonlyafew 
Ye- 
In additlon. networks are far more capable. They are 

lncreaslngly di@taUy switched and abie to accommodate 
hlgh-speed communlcatians. The infrashucture needed to 
accommodate switched broadband servfces will be b a t  
Into telephone networks over the next few years. These 
advanced networks wUl enable telephone companies to 
look to agreatwvarlety of Ngh-matgin, value-added sew- 
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Ices, In addItton to those current servIces such as call 
wafting w caller ID, the delivery of hundreds of broad- 
and InteractIvevideochannelswinbepossfbla WNIethase 
m c e s  offer the potential of new revenue streams. they 
Win simultaneously present a f d d a b l e  challenge. LECs 
wlll be entering the new (to them) arena or multimedia 
entertainment and wil l  have to develop expertise in mar- 
ketlng and entertahrnent programming acumen; such 
skills stand in sharp contrast to LECs' tradttlonal strengths 
In englneering and customer service. 

Operations 
Standard & Pow's focuses on the nature of operdons 

fium the perspective of cust. rellaburty, and q u a &  of 
servsce. Here. emphasLs is placed on those weas that re- 
~managementattentionintermtof~ormoneyand 
whfch. if unresolved, may lead to poUUcaI, regulatory. or 
cornpetftlve problems. 

Operatlons of electric utilies 
For electrlcs, the status of ueutty plant investment is 

revlewed with regard to generaring plant availabffl~ and 
utlllzatton. and also for camplfance with existing and con- 
templatad emdmnrnental and otherregulatory standards. 
The record of plant outages, equivalent aMilabIUy. load 
factom, heat rates, and capadty factors are examined. Also 
Important is emdency. as deflned by total megawatt hour 
per employee and customers per employee. TmmWon 
interconnections are evaluated In terms of the number of 
utiUtlesto which the utUity In questIon has acces the cast 
structures and available generating capadty of these other 
utllitles and the prlce paid for wholesale power. 

Because of mount@ armpetitlon and the substantial 
escalalfon in decommlsslonlng estimates. sfgniflcant 
weight fs gfven to the operation of nudear fadllties. Nu- 
dear plants are becomlng mate vulnerable to hfgh produc- 
tion costs that make thek rates uneconomic Si@cant 
asset concentration may expose the urllltyto poor perform- 
arm, unscheduled outages or premature shutdowns, and 
large deferrals or reguhory assets that may need to be 

nudear facilities tend to represent si@cant portlorn of 
their operators' generating capabU~ and assets. The IOU 
of a productive nuclear unlt from both power supply and 
rate base can interrupt the revenue stream and create sub- 
standat edditlonal costsfor rapainand imprwements and 
replacement power.TheabUltytokeepthesestaUonsnm- 
nfng smoothly and economically dIrealy intluenm the 
abiuty to meet electric demand. the stabfflty of revenues 
and costs and, by extension. the abiUtyta maintain ade- 
quate creditworthiness. Thus, econOmlc operatlon. safe 
operatlon, and long-term operatlun are examined In depth. 
SpedflcaUy, empheds is placed on operauon and malnte- 
nance costs, busbar costs. fuel costs. relieling outages 
forced outages. plant statistfcs, NRC evaluations, the po- 
tential need for repalrs, operaUng Ucenses, demmmlofon- 
ing astlmates and amounts held In external trusts, spent 
fuel m g e  capadty, and management's nuclear experI- 

Written off for the ucurry lo remaln competltivc Also, 

ence. In esence. raworable nudear operations offer Srgnin- 
cant opportunities but, ffa nudear uni&runs poorly or Mt 
at all. the attendant risks can be great. 

Operatione of gae utNiihe 
For gas plpeUne and diwlbution companies, the degree 

of plantu-on. the physicalcondittonof the d n s a n d  
lineaadequaFy ofstorage tomeetseasonalneeds,'lobtand 
unaccounted for* gas levels, and per-unft nongas operat- 
fng and constnrctfon costs are important factors. Emciency 
statistics such as load factor, operatlng costs per customer. 
and operatlng Income per employee are also evaluated in 
comparison to other utiWes and the industry as a whole. 

Operatlons of water utilitiee 
As a group water utRitfes are continually upgradhg 

thefr physfcal plant to satis& regulations and to develop 
additlona! supply. Over the next decade, water systems 
will haeasingly ha the task of rnaintalnlng compliance. 
as drinkrng water regulations change and Infrastn~cture 
ages Given that the Safe Drfnking Water Act was author- 
ked In 1974, the flrst generation of treatment pranks built 
u, conbrrnwkh these rules are almost 20 years old. Addl- 
tionally, because the focus dudng thls perlad was on sat- 
Wng environmental standards. deferred mafntenance of 
dhtbution systems has been common, espedaUy in older 
~areas.Theinwaslngcostofsuppl~gtreatedwater 
argues against the hfgh level of unaccounted for water 
witnessed fn the Industry. Consequently, Standard fk 
Poor's antidpates capital plans for rebuilding distribution 
llnes and majorrenewal and replacement efforts afmed at 
treatment plants. 

Operations of telephone cornpantee 
For tklephone companles. costsf-service anaIysls fo- 

cuses on plant capability and measures of emdency and 
qualltyofservice.Plat capabutty is ascertained by looking 
at such parameters as percentage of digfully swUched 
lines: flber optlc deployment In particular In those por- 
tlons or the plant key to network arrvival: and the degree 
of broadband capadty fiber and coaxial deployment and 
broadband swltctifng capacity. Efildency measures In- 
clude operating margins. the nulo of employees per 10,W)D 
access lines and the extent of network and operations 
consolldatlon QuaUty of sedce encompasses examlna- 
Uon of quantitatfve measures, such as uouble reports and 
repeat service Qus, as well as an assessment of quaUWe 
factors, that may indude service quality go& mandated 
by regulators. 

Reg dation 
Regulatory rate-setting actions are revlewed on a case- 

by- basis with regard to the potentld e f k t  on credit- 
worthiness. Regulators' authwizIng high rates of return fs 
of littlevalue unless the returns are earnable. Furthermore, 
dowing high returns based on noncash items does not 
benefit bondholders. Also, to be viewed positively. regula- 
tory treatment should allow consistent performance from 
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p d o d  to period, given the importance dflnendd stability 
as a rating consideratlon. 

7hautIUtygroupmeatsfrequently wlrh commissionand 
staff members. both at Standard & Poor’s offices and at 
CoIIIIIJSslon headquartets demonseating the Importance 
Standard &Poor’s places on the regulatory arena for &It 
quality evaluation. Input from these meetings and from 
review of rate orders and their Impact weigh heavily Ln 
Standard &Poor’s analyds. 

Standard & Poor’s does not ‘rate” regulatory commfs- 
sions State commlsions typically regukre a number of 
diverse Industries, and regulatory approaches to meffmt 
types of mmpanles often mer wlthln a single regulatory 
jurtsdlulon. Thb makes It all bur lmposslble to develop 
lnclusive ‘ratings’ for regulators. 

Standard & Poor’s evaluation of regulation also encom- 
passes the admlnlstrative. Judldal, and legislative proc- 
esses Involved In state and federal regdatlon. T h e  can 
affect rate-setting adlvftles and other aspects of the busl- 
ness. such as competltfve enw, envb-omental and safety 
des. fadllty sithg, and securities sales 
As the uUllty industry faces an increasingly deregulated 

envbnment alternatlves to traditional rate-maklng are 
beaming more dtical to the abw of utllftie~ to effec- 
tively compete, malntaln earnings power. and sustaln 
&tar proteeioa Thus. Standard & Pwr’s focuses on 
whether regulators, both state and federal, wtll help or 
hfnder utfllties as they are exposed to greater competition. 
There is much that regulators CFM do, from allocaUng costs 
to more captive customem to altowing prIclng flwdMI- 
i y - a n d  sometimes Just stepplng out of the way. 

Under traditional rate-making. rates and earnings are 
tled to the amount of invested capltal and the cost of 
capltal. lhts can sometimes reward companies more for 
Jus#ying cosf~ than for containing them MoteOVer. mst 
nurent regulatory polides do not prmlt utllitles to be 
flextble when responding to eompeWve presave~ of a 
deregulated market.LmEk ofnexJblerarllTsforelectIlcutUI- 
ties maylurelarge customersto wheelcheaper powerfrom 
other pwrees 

In general, a regulatory Judsdlction Isvfewed favorably 
ifitpemdtsearningarturn based ontheabflfgtosustaln 
rates at competitive levels. In addltion to performance- 
based rewards or penalties flexlble plans fwld include 
market-based rates, price caps, index-based prlces and 
ra~premlredon~valueofcustomerservlce.Suchtates 
more dosely miner the competitive envlronment thatutlli- 
tles are confronting. 

Electric industry regutation 
?he abnity to enter Into long-term arrangements at ne- 

gotlated rates without having to seek regulatory approval 
for each contract IS also important in the electric Indushy. 
(While mntracUng at reduced rates constrains flnandd 
performance, it lessens the potential adverse Impact In the 
event of retall wheeling. Since revenue losses essodated 
with thls strategy are not llkely to be recovered from mte- 
payers, utllitles must control msts well enough to remain 
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competitive if they are to sustaln current levels of bond- 
holder pmtectlon) 

Natural gas industry regulation 
InthegatLndu~,too,severalstateco~onpolldes 

welgh heady in the evaluaUon or regulatory support 
Ewmples lndude s & b W o n  mechanisms to adjust rev^ 
nues for changes in weather or the economy, rate and 
servfca unbundhg dedsiow revenue and cost allocation 
between sales and msportatlon customers. flexible In- 
dustrfal rates. and the general supportiveness of consthrc- 
tlon mJtt and gas purchases 

Water industry regulation 
In all water utiuty activkles, federal and state envlron- 

mental regulations continue to play a dtical mle. The 
leglslatlve timetable to eaect the 1986 amendments to the 
Safe Drinking Water Act of 2974 was quite aggresshra But 
envhnmentalstandards-setting has actually slowed over 
the pastcoupleofyearsduelargelytofnaeasLngsentirnent 
that the stringent. cortly standards have not been JustIBed 
on the basis of public health. A moratorium on the prom- 
ulgation of sJgd3cant new envhnmental rules ls antid- 
p e d .  

Telecommunieationn industry regulation 
Despite the advances In telecommunlcaatons deregula- 

tion. analysis of regulation of telephone operators wlll 
contlnue to be a key ratlng deterrnlnant for the foreseeable 
future. The method of regulation may be elther darsic 
rate-bed rate of return or some form of prlce cap medm 
nisn The most hportant fabor k to assess whether the 
regulatory framework-no mathw whlch type-prcnddes 
suffldent finandal Incentive to encourage the rated com- 
pany to maintain Its quality of m i c e  and to upgrade I t s  
plant to accommodate new services whlle fadng hereasing 
compeUtlon from wlreless’bperators and cable televidon 
compantes. 

Where regulators do stJU set tariffs based on an author- 
ized return. Standard & Poor‘s strives to explore with 
regulatorsthelrviewof therate-of-retunrcomponencsthaI 
canmateriallylmpactreported vemsregdatoqearnlngs. 
Speclflcally these lnetude the aIlowabIe base upon whfch 
the authorized return can be earned, allowable expensea 
and the authorized return. Since regulatory averslght runs 
the gamut from strict. adversarial relationships with the 
regulated operatlng companies to Nghly suppoafve pos- 
tures.Standard &Poor’sprobesbeyond theapparentregu- 
latory envlronment to ascertain the actual Impact of 
regulation on the rated company. 

Management 
Evaluating the management of a utility Is of paramount 

importance to the analyt!cal process stnce management’s 
abiutles and decisions affect all areas ofa company’s op 
eratiom WMeregulaUon.theeconomy.andotherou~de 
factors can influence results it ultimately the quality of 
management that determines the sucus of a wrnpany. 
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Wlth emerging mpetftion. utluty managementwa k 
more dosely scrutlnlzed by Standard & Poor's and wlll 
become an Inmeaslngly critical component of the medit 
evaluation. Management strategJes can be the key detertnl- 
nant In dltrerentiatlng utllltles and In estabbhlng where 
companl~~ Ue on the b u s l ~ ~ ~  position spectrum It Is 
impuatlve that n?anagernents be adaptable, aggrerslve, 
and proactive lf the& utilltfes are to be vlable In the future; 
this is e s p d y  Important for utflities that are currently 
unmmnedtive. 

reserve margins, firel mlx. fuel contract term demand- 
sfde management techniques, and purchased power ar- 
rangements. The adequacy of generating marglns Is 
exarnfned nationally. regionally. and for each IndlvIdual 
company. However. the reserve m e  pictrue is mud- 
dled by the impredse nature of peak-load growth forecast- 
hg, and ako supply uncertainty relating to such things as 
Canadian capadty avallabillty and potential plant shut- 
downs due to age, new NRC rules, add rain remedle~. fuel 
shortages, problems assodated wUh nontraditional tech- 

The fkessrnentof management fsaccofnplbhed through nolo&% &d sa forth. Even apparently ample reserves 
meetings. mnversatlons, and reviews of company plans i t  may not bo what they seem Moreaver, the wallty of 
is based on such factors as tenure, industry expedem. capadtyIs.@t as hportant &p the sfie of reserves. Corn 
sraspofIndustry~es,knowledgeofcustnmerswdthelr panles'reswve requfremntSdiffer.dependingupon indl- 
needs, knowledge of competitors, accounting and flnanc- vidual operatlngeharacteristles. 
ing practices, and conunltrnent U, credit quality. Manage- Fuel dfverslty provideoflexlblliey ln achanglng envhn- 
ment's abllity and wllllngness to develop workable ment Suppb dlsntptlonr and prim Nkes can raise rates 
s&ate@es &address thelr systems' needs. to deal with the and lgnlte polltlcal and regulatory prassures that ulU- 
competitivepressuresoffreemarket, toexecute reasonable mately lead to erosion fn flnandal performance. Thw the 
and eff'tive long-term plans and to be practive in lead- ablllv to alter gene-g sources and take advantage of 
ing thek utiuties Into the future are assessed. Management lower cost fuels Is dewed favorably. 
quality fs  also fndlated by thoughtful bdandng of publ!c Dependence on any *@e fuel meam exposure to that 
and private priorities. a ferord of uedlbfflty, and dectlve fuel's probkrrrr: eleclrlc ut3lfUes that rely on OU M gar face 
wmmuniatfon wlth the pubUc,re&tory bodIeqand the the potentral for shortages and rapld pdce Increases; utlli- 
Bnandal community, Boards of directors wfU receive ever ties that own nudear genemag fadlltles face escalating 
more attentlon wlth tespect to thelr role In setthg appro- costs fcr dewmmlsslonlng; and coal-bed capaCrty entalls 
priate management Incentives. environmental problem stemming Born concerns over 

Wlth wrnpetltion the watchword, Standard I% Poor's add d n  and the 'greenhouse effect' 
r3w fbarses on management's efkrts to enhance finandat Buying power fmm neighborfng qualfqrlng fa- 
wn&Uon.Managementeanbokterbondholder proteaion dlltypmJeds,orhdepeddentpowar pmducersmaybethe 
by taktng any number of dlssetlonery actions, such as bast choice for a omty that faces fnaedng electridty 
selling common equity. lowering the common dividend demand. There has been a growfng reliance on purchased 
payout. and paying down debt Also fmpomt for the power arrangements as an altematlve to new plant con- 
electric industry wlll be creativity In enterlng Into strateglc strucffon. TNS can be an Impottant advantage, since the 
aUlanees and waking partnerships that fmpme em- purcharlng utfuty avolds potmtlal c4nstructlon cost over- 
dency,suchascen~dlspatdrlngfwanumber ofuttlitles mMaswellapdsldngsubstkntfalcapltatAlso,utllItiescan 
or Iocklng up at-rkk customers through long-term con- avoid the flnandal rlskstyplcd of a muldye;trconsbucdon 
bads or expanded flexible pridng agreements, proactive program that are caused by regulatory lag and prudence 
management team will also seek altema#ves to tradi- reviews Furthemre. purchased power may enhance 
tlonelrate-base,ratPof-retumrate-maklng. move toadopt supply flexibUty, bel resource diversity, and maxlmlze 
€@her depredation ratas fw generatlng ladlltles. segment load factors. UUUties that plan to meet demand pmJecUons 
customers by indlvfdual market preferences, and attempt with aportfoUo of supply-slde optlons alsa may be better 
to p'eate superiorsetvIoa ogantzatfonr. able to adapt to future growth umenafntles. Notwith- 

IngeneraI,management'sabIllty torespondtomounting StandLng the bedJts of pucchaslng, such a sa&= has 
uunpetltion and changes in the utlltty industry in a swift rlsb assodated With L By entering Into a firm long-term 
and appropdate manner wlll be necessary to mdntafn purchared power ~ n t m x  that contains aflxed-cost com- 
credlt bealth. ponent uWUes can Imxcr subst~tial market. operating. 

regulatory. and Unandatdsks. Moreover,regulatory treat- 
ment of purchased power remove9 any upslde potential 
that mIght help ofbet the risks. UtILlUes are not mmpen- 

Assessmeot of present and prospective fuel and power sated through incentive rate-making; rather, purchased 
supply Is deal to every electric utility analysl. whlle power Is recovered dollar-for-dollar as an operating ex- 
gauging the long-term R S U ~  gas supply pasltlon Iw gas pense- 
plpeline and dfsMbution companies and the water re- To analyze the finandat Impact of purchased power. 
sources of a water utlllty IS equdy ImportanL There is no Standard & Poor's ffrst d d a t e s  the net present value of 
similar analytical category for telephone utlllties. future anrmal cepadty payments (discounted at IO%).This 

represents a potanQal debt equIvalent-the at€-balance- 
Electric utilities sheet obllgatlon that a uuUty incurs when it enters into a 

For electric uUUUes emphads is p l a d  on generating long-term purchased power contra& However. Standard 
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& Poor’s adds to the utility’s balance sheet only a portlon 
of this amount. recognizing that such a mntraetual ar- 
rangement Is not entlrely the equlvafent of debt. What 
percentage Is added Is a fundon of Standard & Poor’s 
quaUtauve analysis of the spednc contract and the extent 
to which markef operating, and regulatoryrlsks areborne 
by the utility (the twc factor).. For uncondltiod take-or- 
pay contracts. the risk factor range fs from 409640%. with 
the average hovering around 60% A lower risk fador is 
typically -klgned r<r system purdiases from coal-flred 
utillUes and a bigher risk factor is usudy deslgnated for 
unlt-specifk nudear purchases The range fbr take-and- 
pay performance obUgations is between 1wb-50% 

Gee utilities 
For gasdlsmbutlon utfliclea long-termsupply adcque~y 

obviously Is aitkal. but the suppiy role has become even 
more important In credt analyslsslnce the Federal Energy 
Regulatory Commission’s Order 636 eUminated the inter- 
stats pIpeUne merchant business. This thrust gas supply 
responslblllties squarely on local gas dlshlbutcrs. Stand- 
ard & Poor’s has alwaysbeUeved dtstributor management 
has the expertise and wherewithal to perform the Job well. 
but the rlsks are slgniflcant since gas costs are such a krge 
percentage of totel utlllty costs. In that regard, it Is Impor- 
tantforutilttlesto get preapprovalsofsuppbplansby state 
reguIatorsoratleastkeepthestafZand commlsstonenwell 
Lnkmed. To mlnlmke risks, a weil-run propam would 
divers@ gas sources among different producers ot mar- 
ketes, dif€erent gas basins In the U S  and Canada, and 
Werent plpellne routes. Also. purchate contracts should 
be firm. with minimal take-or-pay provlsion~. and have 
prices tIed to an industry index A modest percentage of 
fixed-price gas is not unreasonable. Contracts. whether of 
gas pwrhaseo or pipellne capacity, should be Intermedlate 
term, Staggdng contract expirations (praferebly annu- 
aUy) providrs an opportunity to be anactive market player. 
A modest degree of rellance on spot putchases F i d e s  
flexfbUty, as does the use of‘ market-based storage. Gas 
storage and on-property gas resources such as lfquefied 
nahrratgasorpropane alrareeff-ve peak-dayandpeak- 
season suppiy magement tools 

Slna plpehe companies no hngw buy and sell Mhval 
pad areJustcomon carrien.connectlonswlthvarfed 
reserve Wns and many wells within those basinsare of 
graatimpartan~e.Dlversltyofsour~helpo~ttherfsks 
arlslng fbm the natural produdon dedlnes evenhJaUy 
experienced by all reserve baslns and lmilvidual w e k  
Moreover, such diversity can enhance a plpellne’s eftrac- 
tlueness as a transporter of natural gas to dlsafbutars and 
end usersseeklng tobuythemosteconomlcalgasavailable 
for thelr needs. 

Water utilities 
Nearlyallwatersystems~ughouttheU-S. haveample 

long-term water suppJfes. Yet to galn mmfort Standard & 
Poor’s assesses the production capabrUty of treatment 
plants and the ablllty ro pump water from underground 
aqulfers In relation to the usage demands rmmconsumers. 
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Having adequate treated water storage fadllUes has be- 
come important in recent years and has helped many 
systems meet demands d u m  peak summer periods Of 
interest Is whether the fesources are owned by the uWty 
orputchared~motheru~tl~~loEalerrth~tief Qwn- 
Ing properties with water rights provldes more supply 
seauity.rhlsis espedally soin stat- Uke Wornfawhere 
water allocations are belng reduced, partlculdy slnce re- 
cent droughts and environmental issues have created 
alarm Slnce the primary mst for water wrnpaniesk treat- 
mentit makesUttle Werence whether raw wateris owned 
or bought In fan compliance with federal and state water 
regdaUons is very hlgh. and the overall cost to deliver 
treated water to consumers r e m h  relatively affordable. 

Asset concentrafion in the electric 
uiility industry 

In the elect& industry. Standard & Poor’s follows the 
opratlons of majorgeneraUngfadlltlest0 assess Ifthey are 
well managed or troubled. StgnUrcant dependence on one 
generatlng f‘adluy or a large IlnanciaI investment In a 
angle asset suggests hlgh risk The sfze or magnitude of a 
particular asset relauve to total generation, net plant in 
service, and cammOn equity is evaluated.. Where substan- 
tial asset concentratJon exlsts, the nnandal prome of a 
company may experience wlde swings dependlng on the 
asset’s performance. Heavy asset wncentratton i most 
prevalent among utllttles wtth costly nuclear unlts 

EBrnings protection 
In rhlr category, pretax & hmme coverage of all inter- 

est charges b the primary ratio. For this calculation. allow- 
M Q ~  for funds used during construction Mum) is 
removed from Income and Interest expense ANDC and 
othersuch noncashitemsdo not pmvtdeany protectionfor 
bondholderrTo idenw totalhterestexp&nSe. the analyst 
redatsines certain operating expenses. The Interest com- 
ponent of various off-balancesheet oblJgaUons. such as 
leasesand some purchased-power contracts, kinduded in 
interest ex pens^ This provides the mast direct Indication 
of a utllfty’s abluty to service I t s  debt burden. 

Whlle considerable emphasls in assessing credit protec- 
Uon Is placed on coverage ratlm, this measure does not 
provide the endre earnfngs pmtedon plcture.Alsofmpor- 
tant are a company’s earned teerrm~ on both equity and 
capital. measures that highIight aIfmr’s earnlngs pert’orm- 
ance. Conslderatlon ki glven to the inteaetlon of embed- 
ded costs, f i n d  leverage, and pretax return on ~ a p l d  

Capital structure 
Analping debt leverage goes beyond the balance sheet 

and covenquasidebt ltemsand elements of hldden ban- 
dal leverage. Noncaplfdfzed leases (including dellease- 
back obligatfons). debt guarantees, recehrables financing. 
and purchased-power contracts are all considered debt 
equivalents and are reflected as debt fa calculating capita! 



Exhibit - (FJH-2) 
Sheet 9 of 15 

structure ratlas. By maklng debt level a d J m m t a  the 
analyst can compare the degree of leverage used by each 
utUy company. 

Furthennore. assets are examined to identiry undwal- 
ued or o v d u e d  i t e m  Asseu of quesUonabk value ace 
discounted to more accurately evaluate asset protection. 

Some annS use short-term debt as a permanent plece of 
thek capltal structure. Short-term debt also is consldered 
part of permanent capltal when it Is used as a bridge to 
permanent flnandng. Seasonal, self-liqddatlng debt Is ex- 
dudedfromtheperrnanentdebtamount.buttNsslhratlon 
is rar-wlth !he exception of certaln gas uUlltles. Given 
the long Weof atnostallutlllcyasets.short-termdebtmay 
expose these companies to interest-rate voktillty. m- 
ketingrlsk. banklinebackup rfsk. and regulatory exposure 
thatcannot bereadilyoffset~8lowetcastofshorter.term 
obllgatlons (assuming a poslthrely sloped yield curve) Is a 
pusitlve factor that partlaUy mitigates the risk of Interest- 
rate varlabUty. As a Nle of thumb. a level of short-term 
debt that exceeds 10% of total capftal Locause for contern 

SImllarly, if floating-rate debt and preferred stock con- 
stitute over one-third of total debt plus preferred stock, this 
level is viewed as unusuw Ngh and may be cause for 
concern It might also indicate that management Is aggres 
sive In I& financial polidea 

A layer of preferred stock In the capltal structure is 
usually viewed as equiey--slnce dividends are dlscretlon- 
ary and the subordinated claim on assets provldes a cush- 
jon for providerj of debt capital. A preferred component 
of up to 10% is typically viewed as a permanent wedge In 
the capital structure of util(tles H0wever.a rate-of-return 
regulation is phased out, preferred stack may be viewed 
by utJlltle4-as many industrial flrms would-as a t e m p  
m y  option for wmpanles that are not current taxpayers 
that do not beneflt from the tax deductlbillty of inter& 
Even now. floatlng-rate preferred and money market per- 
petual preferred are problematic; a rise In the rate due to 
deteriorating aedit quallty tends to induce a company to 
take out such preferred stock wlth debt Structurrs that 
convey tax deductibllity to preferred stock have become 
V W ~  popular and do generally afford such flnanclngs wlth 
equltytreatment. 

Cash flow adequacy 
Cash flow adequacy relates to a company's abfllty to 

generate funds internally relative to Its needs. It Is a bask 
component of ped& analysis because it rakes cash to p?y 
experwf, fund capltal spendlng. pay dvldends and make 
interest and prindpal payments. Since both common and 
preferred dlvidend payments are important to main- 
eapltd market access. Standard & Poor's looks at cash flow 
measures both before and after dividends are paid. 
To determine cash flow adequacy, several quanUtaUve 

relationships are examined. Emphasis Is placed on cash 
flowrelative todebt.debtservlcerequlrements andcapital 
spending. cash 5ow adequacy bevaluated wlthrespect to 
aflnn'sabllftyyto meet allflxed charges,Indudngcapadty 
payments under purchased-power conhaets. Despite Iha 
conditional nature of some contracts, the purchaser Is ob- 
Ugated to pay a minimum capacity charge. The ratio used 
is funds from opedons plus interest and capadty pay- 
ments dlvkled by interest plus capadty payments. 

Financial flexjbility'capiial awaction 
Financing flerlblllty lncorpmates a utility's anandng 

needs, plana and alternatlves, as well as its Dexlblllty to 
accompkh its flnandng program under stress without 
damaglng creditworthiness. External fundlng ~pablllty 
complements internal cash flow. Espeddy since utiUtles 
are so capital Lntenslve. a W s  abfflty to tap capital mar- 
ketsonan ongolngbasismustbeconsl&red.Debtcapadry 
refleas all the earlier elements earnings proteblon. debt 
leverage, and cash flow adequacy. Market access at rem- 
ableratesLsresrridedIfareasonableeapltaiseudure is not 
malntaIned and the company's flnandal prospects dlm 
The analyst also reviews indenture resbictlons and the 
impact of additional debt on menant tests. 

a Company's capadty and 
wUIn@ess to h e  common equity- This Is aIfected by 
various faaocp, Including the market-to-book ratlo. divf- 
dend poHcy, and my regdatory restriatons regarding the 
composltfon ofthe capltal struEture. 

Standard & Poor's 
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Last Week's Rating 
Reviews and Activity . . .  .14 

@ DidYouKnm? 
Average Motor Gasoline 
Retail Prices in U.S. Cities .. .14 

Last Week's 
financing Activity 
Tesoro Petroleum's $625 
Mil. Credit Facilities Am 
Rated 'BB. .............. 

Utility Credit Rankings 
Uectric/Gas/Water . . . . . . . .  .I6 
lnterIlatiOM! . . . . . . . . . . . . . . . .  .20 

Key Contacts . . . . . . . .  - .  . .  . 2 1  

Feature Article 

New BUS~IIESS Prafilo Scores Assigned for 
U.S. Util i i  and Power Companies: 
Financial Guidelines Revised - . . 

Dynegy Holding's $1.3 Billion Credit Facility Is Rated 'BB-' 7 

.- . 2 - .  
Utility Spotlight 

Special Report 

Is the Refinandng Cha!lenje b e f  for the U.S. 
B Energy Merchant Sector? . . . _  * ,  

Naws Cornmeats 
Houston Exploration's Rating Is Affirmed, Outlook Revised to Negative . . . . . . . . . . . .  11 
Ratings on TransMontaigne Are Cut to 'BB-'; Off Watch, Outlook Negative . . . . . . . . . . .  . I  1 
Forest Oil's Rating Is lowered to 'BW: Off Watch. Outlook Stable. . . . . . . . . . . . . . .  11 
Southern Power's 'BBBi' Ratings Are Affirmed Aftw Plant Sale - .  . . . . . . . . . . . . . . . .  .I2 

Suez Group's Ratings Are Affirmed; Outlook Revised to Stab18 . . . . . . . . . . . . . . . . . .  .I2 
8 
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Feature Article 

New Business Prdila Scores Assigned for US. Utility and Power 
Companies; Financial Guidelines Revised 

tandard &Poor's Rahgs Senrim has assigned n8w S business profile xores to U S dlii and power cornpa- 
nies to better Mect the telative business risk corn- 
panies in the sactor Standard & Poor's also has revised its 
published risk-adjusted financkl guidelines The new busi- 
ness %oms and financial guidelines do not represent a 
change to Standard & Pow3 ratings criteria or meWology, 
and M ratings thane& 
neSs prdie w e s  or rwised financial guidelines 

New Business Pmllle Scores and Revismi 
Finaffilal Guidelines 
Smdard & P w r i  has always mnnitored changes in the 
indusby and altered its business risk assessments accord- 
iqly This Is the first time s h e  the Wpoint business pro- 

antkipated horn the newbusi- 

file scale for US investacownad utilities was implemented 
that a comprehensive assedsment of the benefits and the 
application of the methodology has been made The princia 
pa! pvrpose was tu determine if the methodolagy continues 
to prwlds meaningful differentiation of business risk The 
miew indicated that while business profile swing contin- 
ues to prov-& analytical benefits. the complete range of the 
lDpoint scale was not being utilized tothe fullest extent 

Standard & Poor's has also revised the key financial guide 
lines that it uses as an brtegral partol evahrarjng the credit 
quality DI US utility and powe~ companlas These widelines 
w e  lest updated in June 1959 lhe finanaal guidelines for 
three principal &os (funds horn operations (l?Ol interest cow 
mp, RD to total debt, and total debt to total capital)have 
been broadened so as to be more llexible Pretax mtertlst CDIC 

Page 2 .June 7.2004 Stand;trd & Poor's Utfltties & Persproethres 



Exhibit - (FJH-2) 
Sheet 12 of 15 

sage- akymeditratiowaseliminated. 
finally. Standard E Poor's has segmented the uti l i i  and 

power indu&y into sub-senorr based M the dominant car- 
pmte stmtegy that a company is pursuing Standard & 
Porn's has published a new U S utility and power cmpany 
ranking list that rdects these sub-sectws 

There are numerous benef& to the WSSBSMEI~~ fuller 
utiraation of me entke l&pomt scale provides a superior rels- 
hz ranking of qualibthe b i n e s  ri& A r8viSiwr of ths 

thanges h m  be malbration of h e  business profiles 
Classification of mmpanies by subsecfmwil ensuregreater 
unnparability and comistency in ratings. Ifre USB of indusby 
segmentation will also allow more in-depth statistical anaqsis 
d ratings dis&ibutions and rating changes 

The reassessment does not represent a change to 
Sendard & W s  c r b i a  f# mr!hdoiogy for deCdrminin9 
ratings fa utility and power companies Eech business pro- 
llle score should be considered as the assignment of a RWY 
score; these m s  do not reprerent improVemement or deteri- 

financial gUkbbS SuppwtS the BO& Of OU- retins 

oration in our assessment of an individual companyi busi- 
ness risk relative IO the previously assigned sore The 
financial qublelines continue to be risk-adjusted based M 
historical utility and industrial medians Sepenlabion into 
industry sub-sectors does not imply Ihar specific company 
characteristics Will not weigh heavily into the assignment of 
a company's business protile score 

Results 
Previously. 83% of U S  utility and power business profile 
scores fell between ' 3  and '6.. which clearly does not 
reflect the risk ditterentiatiun &at exists in the Utility and 
power industry today Since the IOqmint scale was intro- 
duced. the indusby has transformed mto a much less 
homogenous indumy. where the dmem of business 
risk-parWarly reflarding management, strategy, and 
degree of competitive market exponrre--has ueated a 
much wider spectrum of risk profiles Yet over the same 
period, tusiness profile soras mallv converned w e  
tightly amund e medim score of '4' The new business po- 

(Backto 
Table of Contents 
Next Page 

- - - -  - - 
a m 
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Feature Article 

Back to 
(Table d Ccntwrts 

file scores. as of June 2. are shown in Chart 1 The overall 
median business pmlile score is now S 

Table 1 contains the revised financial guidelines It is 
important to emphasize that these metries are only guids- 
lines associated with expectations tor various rating iev- 
els. AlrhPugh aedit ratio analysis is an Important part of 
the ratings process, these lm? statistics are by no means 
the only uiticai financial measures lhat Standwd & Poor's 
uses in its analytical process We also analyze a wide 
array of financial ratios that do not have published guide- 
l i e s  for each rating category 

Again, ratings analysis is nor driven solely by W e  
finamial ratios, nor has it ew been. In lact. h e  new finan- 
tial guidelines that Standard & Poor's is iIuxfporating for 
the speclfied rating categories reinface the analytical 
frammurkwherebyother faclms canoutvvaigh the a c h e  
ment of othwise acceptable financial ratlot.These faclws 
include: 

Effectiveness of liability and l i i d i t y  management 
m Analvsis of inrenal funding sOurc!3s; 

~~ 

m Retwn on invested capjtal; 
I The execution record of stated business strategieq 

Accuracy of projected performance versus actual results. 
as well as the trend; 

rn Assessment ol management's financiel poliies and atti- 
tude toward credit; and 

rn Corporate governance pacrlces 
Charts 2 througb 6 show business profile scores broken 

out by industty sub-sector The five indusby subaectors are: 
Transmission and distributim-Wata, gas. and electric; 

m Transmission only--Elec~ic, gas. and other; 
integrated electric. gas, and combination utilities; 

m Diversified energy and diversified nonenergy. and 
Enargy merehant/pwer dawloper/trading and marketing 
cmpmies 
Ttw. average businw profile scores for tiansmissica and 

diskibution companies end transmission-only companies am 
lower on the scale tha the previous avaiqs, Mile the OW 
age business polite scores b integrated utilities, diversified 
energy, and energy meichants and developers 81e higher 

than5 
Divmified Energy andOiienified Non-Energy 

z of cmysnirr 
15 
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Feahure Article 
See pages 16 to 19 Iw the company ranking fist of busl- 

ness profile scores segmented by industry sub-sector and 
ranked in ordsr of creditrating. wdook business profile 
m e .  and relative strength 

Bmfnom Profile Scorn Methodology 
Standard & Poor3 methodology of determining corporate 
utility business iisk is anchored in the assessment d certain 
specific chaarscteristics that define the sector We assign 
business profile scores to eat91 of the rated cwnpanies in the 
utility and power seaor on a Ibpoint scale. where '1' repre 
sen& the lowest risk and 'Io' the hiihest risk. Business prw 

file score5 are assigned to all mted utiliiy and power compa- 
nies. whether they are hdding companies, subsidiaries, 01 

stand-alone corpmtians For operating subsidiaries and 
sendalone companies, the Score is a bottom-up assess- 
ment Scores C families of companies are a composite of 
the operating subsidiaries' m e s  Ihe actual credit rating of 
a company is analyzed. k, part, by cumpahg the business 
pmfjle score with the risk-adjusted financial guideliiss 
Fw most companies, business pOfil9 stores am 

assessed using f i  categories; specificalty. regulation. mar- 
kets, operstbns. competitiveness, and management 7h~ 
emphasis placed on each categw may be inffuenced @ the 

T a b  1 

Revised F~nanciel Guidelines 

Funds bum opcntiodntcrcst COVCI-~IBE Ix) 
BUSlotaaSs Pmfllo M 
1 3 2 5  
2 4 3 
3 4 5  3 5  
4 5 4 2  
5 5 5  4 5  
6 6 5 2  
7 8 6 5  
8 10 7 5  
9 
10 

kndr fmm OperabionltDtel debt(%) 

2 25 20 
3 30 25 
4 35 28 
5 40 30 
6 45 35 
7 55 45 
8 70 55 
9 
10 

Total doIw/totai capital 1%) 
BwlDsss promu M 
1 48 55 
2 45 52 
3 42 50 
4 38 45 
5 35 42 
6 32 40 
7 30 38 
R 25 35 
9 
10 

A 
2 5  1.5 

3 2 
35  2 5  
4.2 3 5  
4 5  3 8  
5 2  4.2 
6 5  4 5  
7 5  5 5  
10 7 
11 e 

A 
15 10 
20 12 
2s 15 
28 20 
30 22 
35 28 
45 30 
55 40 
65 45 
70 55 

A 
55 60 
52 58 
50 55 
45 52 
42 50 
90 48 
38 45 
35 42 
32 40 
25 35 

EBB 
1 5  1 

2 1 
2 5  1 5  
35  25 
3.8 2 .8 
42 3 
4.5 3 2  
5 5  35 

7 4 
8 5 

BBE 
10 5 
12 8 
15 10 
m 12 
22 15 
28 18 
30 20 
40 25 
45 30 
5s 40 

EBB 
60 70 
56 69 
55 65 
52 62 
50 60 
48 SB 
45 55 
42 52 
40 50 
35 48 

1 5  1 
25 1 5  
2.8 t 8  

3 2 
3 2  22 
3.5 25 

4 28 
5 3 

EB 

10 5 
12 8 

10 

20 15 
25 15 
30 20 
40 25 

16 l5 12 

E8 

65 70 
62 66 
60 65 
56 62 
55 60 
52 58 
50 55 
48 52 

Page 5 .Am 7.2004 Standard Pods Utilities &Perspectives 
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4 Back to 
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Next Page 

dominant strategy D! the company IZ other tacton For 
mmpfe. for a regulated transmission and disbibutlon EM- 
pany, regulation may account for 30% to 40% of the busi- 
ness profile %we because regulation can be the single- 
most important credii driver for this type ot ~ ~ m p e n y  
Cwversely, comptitbn. which may not exist for a transmis- 
sion and distribution company, would provide a much l o w  
proportion (e g ,5% to 15%) of the business profile score 

For certabr types of companies, such as powx genera- 
tors. power developers, oil end gas exploration and produc- 
tion companies, or nonenergy.related holdings. where these 
five componsnh may not be apppiiate.  Standard & hots 
will use om, more appropriate methodologies Some ot 
these companies are assigned business profile scwes that 
am useful only lor retative d i g  purposes 

As noted above, the business profile score for a parent 
DT holding company i s  a composite al the business profile 
scores ut its Mndividual subsidby campanies Again, 
Standard & Poor's does not apply rigid guidilines lw deter- 

Page 6 June 7,2904 

mining tfis prapot?ion or weighting tthat each subsidiary rep 
resents in the ovemll business profile mre Instead, it is 
determined based on a number 01 factors Standard & Poor's 
wlll analyze each subsidiary's conbibution to FFO. forecast 
capital expenditures. liquidity requirements. and other para- 
meters, indudmg the extent to which me subsidiary has 
higher growtt, The weighting is debmined case4y-rase 8 

Ronald M. Bamne 

ffichard W. Cotfright. 5 
New Ymk(11212-43E-7665 

Smnna 6. Smith 
NewYoIk(1)212-43@-210S 

John W. WhiUDck 

Andrew Watt 

Arthur F. Simonson 

New Yo& (1) 212-438-7662 

New Yolk 11) 212-43-7618 

New YDIk (1]212-43B-786U 

MM YNk (11 212,438-21334 
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Southwest Gas Cornoration 
Capitalization and Financial Statistics 

1998-2003. Inclusive 
Notes: 

(1) All capitalization and financia\ statistics are based upon financial statements as 
originally reported in each year. 

(2) Computed by relating actual long-term debt interest or preferred stack 
dividends booked to average of beginning and ending long-term debt or 
preferred stock reported to be outstanding.. 

(3) Coverages - excluding all AFUDC represent the number of times available 
earnings, excluding all AFUDC, cover fixed charges. 

Source of Information: Standard 81 Poor's Cornpustat Services, Inc., PC Plus Database 
Annual Reports to Shareholders 
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Capital Sbudure %sed upon Total Permanet capaat 
(Muding Short-Term Debt) for Southwest Gas Corporalion 

for the Years 1999 throuh 2003 

5 YEAR 
2003 Mo2 2001 2ooo AVERAGE 

fthuwe&oas- tion 
Long-Term Debt 66.07 % 66.07 % 67.47 % 64.39 % 6472 % 6574 % 

Prefened Stock O M )  0.00 000 0.00 0-00 0-00 

Comman Equity g!g3 33.93 - 3253 35.61 35.28 &g 
Total Capital @&g% 100.00% W %  too.oo% m&!g% 100.00% 

Source of Infomation: Standard & Poor’s Campustat Sewices, Inc., PC Plus I Research Insight Data Base 

‘ 0  
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Southwest Gas Corporation 
Capital Structure Based upon Total Capital (including 

(Including Shod-Term Debt) For Southwest Gas Corporation 
for the Years 1999 throuah 2003 

Southwest Gas Cornoration 
L o w - T ~  Debt 64.27% 64.13% 64.02 % 59.21 % 62.08 % 6274 % 
Short-Term Debt 2.72 2.93 511 8.04 4,08 4 58 

Preferred Stock 0.00 0 00 0 00 0 00 0 00 0.00 
Common Equity 33.0.1 - 32.94 30.87 L_ 32.75 33,84 32.68 

Total Capital 100.00 % 100.00 % 100.00 % 100.00 % 100.00 % 300.00 % 

Source of Information: Standard 8 Poor's Compustat Services, Inc , FC Plus I Research Insight Data Base 
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Prow GWD of Five Gas Distribution ComDanies 
Capitalization and Financial Statistics 

19W-2OO3, Inclusive 
Notes: 

(1) All capitaiiition and financial statistics for the group are the arithmeticaverage 
of the achieved results for each individual company in the group, and are based 
upon financial statements as originally reported in each year. 

(2) Computed by relating actual long-term debt interest or preferred stock 
dividends baoked to average of beginning and ending long-term debt or 
preferred stock reported to be outstanding. 

(3) Funds from operations (sum of net income, depreciation, amortization, net 
deferred income tax and investment tax credits, less total AFUDC) plus interest 
charges divided by interest charges. 

Funds from operations (as defined in Note 3) as a percentage of total debt. (4) 

Selection Criteria: 

The basis of selection was to include those gas distribution companies: 1) 
which are assigned an SIC Code of 4924 (Natural Gas Distribution) by the 
Securities and Exchange Commission (SEC) ; 2) which have common stock 
actively traded; 3) which had more than 80% of their 2003 operating revenues 
derived from gas operations; 4) which are included in Value Line Investment 
Survev (Standard Edition) and ThomsonFN Rrst Call; 5) which have not cut or 
omitted their cash common stock dividends during the five calendar years 
ending 2003 or through the time of the preparation of Mr, Hanley’s 
accompanying direct testimony; 6) which, at the time of the preparation of Mr. 
Hanley’s direct testimony, were not expected to be acquired by or merged into 
another company; and 7) which are included in S&Ps Compustat PC Plus 
Research Insight Data Base. 

The following five companies met the above criteria: 

AGL Resources, Inc. 
Cascade Natural Gas Corp. 
NICOR, Inc. 
Northwest Natural Gas Co. 
Piedmont Natural Gas Co., Inc. 

Source of Information: Standard 8 Poor‘s Compustat Services, Inc., PC Plus Research 
Insight Database 
Company Annual Forms 10-K 
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soulhwestoascarporabim 

Proxy Grwpof FhreVakre line 
Gas Distn'buh Companies 

AGL Resources Inc 
cascade NahaelGascWPomthn 
NlCOR Inc. 
No&mstNeturaiGasCompany 
Piedmont Natural Gas Co , Inc. 

southwestoaSCwporation0petates~'itselfinArlzMla, 
califwnia and NevaCta In ordez 61 m m b  margin M)atJlty 
due to weather Mliations, the company was authorized to 
impbmenta margin tracker in California. There are no risk 

A 0 1  Resawces'opemhg gas Bsbibution subsidiaries have 
WEVAS in Tennessee and Viinia. I t s  WNA in Georgia was 
d i i  in 1998. 
NlCOR Inc.. has a risk-rducing weather stahition 
inwnnar products in place. Hrrwevw. thecompany is nat 
reanreringtheiIlsumw-kratea 
Nwthvmst Natural Gas Company operates, whi i  operates in 
thesbtesofQregonandWashingtonasNWNatural,hasa 
WNAin Oregon. but not in Washingbn- 

fed~pmducD;ofmecharuuns * mArhwworNevada. 

Source of lnfonnabon CompanyAnnualRepwts toSharehddersandIor 
Forms 1GK 
Company Provided Mumation 
Re.gulato~y Research Associates 
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Prow. GrOUD of Eleven Value line Gas Distribution ComDanies 
Capitalitration and Fmancial Statistics 

1999-2003. Inclusive 

Notes: 

(1) All capitalization and financial stadstics for the group are the arithmetic average ofthe achieved 
results for each Individual company in the group, and are based upon financial statements as 
originally reported in each year. 

Computed by relating actual long-term debt interest or preferred stock dividends booked to 
average of beginning and ending long-term debt or preferred stock reported to be outstanding. 

Funds from operations (sum of net income, depreciahion, amortization, netdeferred income tax 
and investment tax credits, less total AFUDC) pius interest charges divided byinterestcharges. 

Funds from operations (as defined m Note 3) as a percentage of total debt. 

(2) 

(3) 

(4) 

Selection Criteria: 

The basis of selection was to include those gas distribution companies 1) which are mduded m 
Value Line Investment Survey (Standard Ediionl- Natural Gas (Distribution) Industry; 2) which 
have not cut or omitted their common stock dividend during the five calendar yearsending 2003 
and up to the time of the preparation of Mr. Hanley's direct testimony, thus eliminating NU1 
Cow. and SEMCQ Energy Inc. Southern Union Co. was eliminated because it does not pay 
cash diiends, 3) which, at the time of the prepamlion of Mr. Hanley's drecttestimony, were 
not expected to be acquired by or merged into another company; 4) which derived at least60% 
of 2003 tevenues from gas operations; and 5) which are included in Standard & Poor's 
Cornpustat PC Plus Research Insight Data Base. 

Although Atmos Energy Corporation, New Jersey Resources Cop. and UGI Corp. are included 
in Value h e  Investment Survev's (Standard Edition) - Natural Gas (Distribution) Indusby, they 
have been excluded from the proxygroup because each company had less than 60% of 2003 
operating revenues derived from gas operations. 

The following eleven companies met the above criteria: 

AGL Resources, Inc. 
Energen Corp. 
Laclede Group, lnc. 
Northwest Natural Gas Go. 
Piedmont Natural Gas Co., Inc. 
WGL Holdings, fnc. 

Cascade Natural Gas Corp. 
Keyspan Cow. 
NICOR, Inc. 
Peoples Energy Corp. 
South Jersey Industries, Inc. 

Source of Information Standard & Poots Compustat Services, lnc., PC Plus Research Insight Database 
Company Annual Forms 10-K * 



Swthwest Gascwporation 
WeatherNormalhatknAd]usbnent(WNA)Cla~sesfor 

Soudnvest Gas Corpwgtion and the 
prow G~OUP of Eleven Value tine Gas Distribution Corn- 

Weather 

clause 

Swthwest Gas Corpodion 

Proxy Gmup of Eleven Value Line 
Gaa DisMbuth Commnies 
AGL Reswrcas lnc. 
~ N a t r a a l G a ~ c o r p O r a t i o n  
Enetgen cwpwation 
Keyspancorp. 
Laclede Gmup, Inc 
NICOR Inc. 
Northwest Natural Oas Company 
Peop~EnergyCarPwatkn 
Piedmont Nabd Gas ca. Ins. 
South J-y IndWtrieS, h C  
WGL Holdings Inc. 

(0 

N W ,  (1) 

Source, of lnfmna~.  Company Annual Reparts tD Shareholders and I or 
Famst0-K 
Company Provided Information 
Regulatory Research AssDctates 
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Line No. 

1 .. 

2. 

3, 

4 

5. 

6. 

7. 

s o ~ o s s c a m o r a  lion 
Hypothebical Exermpl%ofthelnadequacyof 
A DCF Return Rate Related to Book VaIue 

When Market Value is Greater I Less than Book Value 

L 2 

Book Value with 
MarksttoBook 

Market Value Ratio of 180% 

Per Share S 24000 $ 1333 

DCF Cost Rate (1) 10.00% 10.00% 

Return in Dollars $ 240 $ 1333 

Oividends (2) $ 0960 S 0960 

Growth in Dollars $ 1.440 $ 0373 

Return on Market Value 10.00% 555% (3) 

Rate of Growth on Market Value 600% (5) 1.55% (6) 

- 3 
Book Value with 
MarketbBook 
Ratio of 80% 

S 3000 

10.00% 

8 3..000 

$ o..m 

12.50% (4) 

8.5086 (7) 

W. (1) Comprisedof40%6wkhndyieMand60%%gmwth 
(2) $24-00 4.0% yield = $0 960. 
(3) $1 333 I524.00 market value = 5.55% 
(4) $3.000 I $24 00 market value = 12 5096 
(5) ExpectedrateofgrowthpermarketbasedDCFmodel 
(6) Actuel rate of growth when DCF cost rate is applied to book value ($1 333 possible earnings - $0 Q60 

dvidands $0 373 for growti, tS4.W market value = 1.55%) 

dMidends = S2040 f o r m  /$24 00 fnarketvakre = 8.50%) 
(7) Achtal * O f  growth when DCF ccstrateis apprred to book ~ h r e  ($3.ooO eamihgs - $0.- 



3.47 % - 0.12 % 3.59% _. I 7.10 46 - Southwest Gas CwporaUon 

3.81 % 
4.61 
5.16 

395 
4.34 % 

4.18 

b__ 

3.8? % 
4.61 
155 
4.76 
4.75 
5 16 
4.36 
5.18 
3 s  
3.46 
4.55 

P 

4.18 % - 

0x19 % 
0.13 
0.07 
0.10 
0.12 

_L__ 

O.t%% 

0.09 % 
0*13 
0.05 
0.14 
O d l  
0.07 
0-10 
OA7 
0 I 2  
0.10 
0.10 
0.10 % 
- __ 

3.90 
4.74 
523 
428 
4.07 
4.44 % - 
390 
4.74 
1 .a, 
4 w  
4 s  
523 
428 
525 
4R7 
356 
4.65 
4a,% 

490 % 
5.50 
2.63 
4.88 
6.M 
4.80 % - 
4.90 % 
550 
7-00 
5. n 
4.75 
283 
4.88 
2.67 
6.09 
5 75 
424 
4.93 % - 

10.69 % 

8.60 % 
10.24 
786 
9.18 

10..16 

8.80 % 
1024 
8.60 

10.67 
9.61 
7.a6 
9.16 
7.92 

10.16 
931 
8.89 

SOB9 % - 
-- % 

1024 - -  _ _  
10.16 *a% 

-_  
10.16 - -  -. 
10.36 96 - 



I. 
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Sheet 1 of I - 

Derivation of Ohridend Meld for Use in the 
D b u n l e d  Cash Flow M ode1 

DMdend Weld 
A m g e  Based Upon Avemge High I law Average 

(iomim) (ii sep. 2004 (3) Aug. 2004 Yield (4) 
spot Market Prices (2) Dhridend 

3.47 9b - 3.51 96 - 3.42 % - 3.47 % - Southwest Gas Cowwation 

Proxy Group of Fhe 
Gas Dislribuljon Companles 
AGL Resources. Inc 
Cascade Natural Gas Corp 
NICOR, Inc. 
Northwest Natural Gas Co. 
Pledmt Natural Gas Co-, Inc. 

Proxy Group of Eleven Value Una 
Gas DistrWion Companies 

AGL Resources, Inc. 
Casosde NBhaal Gas Corp. 
Energen Corp. 

Laclede Group, Inc. 
NICOR, Inc. 
Northwest Natural Gas Co 
~ e o p l ~ ~ C O r p .  
Pledmonl NahJIal Gas co, Inc. 
South Jetsey Industries, Inc. 
WGL Holdings Inc. 

Keyspan h r p -  

Avenge 

3.75 % 
4.50 
4.97 
4-04 
3.87 

4.23 % - 
3.75 % 
450 
1 -46 
4.50 
463 
4.97 
404  
5.W 
3 87 
337 
4.49 
4.06 % 
- - 

3.77 % 
4.61 
5.09 
4.1 4 
3.91 
4.30 % - 
377 % 
4.61 
1 .s 
4.59 
4.73 
509 
4.14 
5 x)8 
3.91 
3.48 
453 
4.13 % 
- 
._ 

3.91 % 
473 
5 42 
4.35 
4.00 

4.50 % - 
391 % 
4-73 
1 -64 
5 19 
490 
5.42 
4.35 
5 3  
408 
3 .s4 
4.62 
4.34 % - 

381 .% 
4.61 
5.16 
418 
3.95 
4.34 96 
- 
__ 

381 % 
4 61 
155 
4.76 
4.75 
5.16 
4.18 
5 18 
3.95 
346 
4.55 
4.18 % 
- - 

Notes: (1) The spat di iend yield is the ament annualized W e n d  per share 
dividedbythespolmarketpkeon 10/01/04. 

(2) The average 3month dividend yield was computed by relating h e  
indicated annualized dividend rate and mad& prlce an the last trading 
day of each of lhe three monthsended August 31, ZXM. 

(3) September divklend yield Is calculated by using the market avenge price ltom 
yahoo financial 

(4) Equal weight has been g'wn to the spot, August 2004 and September 
2004 & i d  yi& 

Source 01 Information: Standard 8 Poor's CompusM senrlces. lnc , PC Plus Research Insight 
Dab Base 
rinance.yaho0 corn 
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Southwest Gas Cornordon 
Current Insb;tutonal Holdings (1) and lndhidud Holdings (2) for 
the Proxy Group of Fwe Gas Di iut ion Companies and the 

Prow Orour, of Eleven Value Line Gas Dibulion ComDanies 

1 

Sou!hwesl Gas Corporation 

Proxy Group of Five 
Gas Diiiutian Companies 
AGL Resources, Inc. 
Cascade Natural Gas C o p  
NICOR, Inc. 
Peoples Energy Corp . 
Piedmont Nahrra) Gas Ca , Inc 
Average 

Proxy Group of Eleven Value Line 
Gas Ilisbibution Companies 
AGL Resources, Inc. 
Cascade Natural Gas Carp. 
Energen Corp.. 
KeySpan Cow 
W e d s  Group, Inc 
NICOR. inC 
Northwest Natural Gas Co 
Peoples Energy Cop. 
Piedmont Nahrra) Gas Co , Inc. 
South Jeney IndWes ,  Inc 
WGL Holdings lm. 

Average 

September 2004 
Percentage of 

fnstitutiona( 
Holdinas 

58.2 I _. 

53.1 w 
39.5 
59.0 
46.7 
37.9 
47.2 % - 
531 W 
39.5 
66.7 
48.8 
29 4 
59 .O 
46.7 
55.3 
37.9 
42.3 
48.2 

47.9 % - 

(1) (1 -column l).. 

Source of Infomalior~ yahoo.investor.reuters corn 

2 
September 2004 
Percentage of 

Individual 
Holdings (1 1 

41.8 % - 
46.9 % 
80.5 
41-0 
53.3 
62.1 
52.8 W - 
46.9 % 
60.5 
33.3 
51 2 
70 6 
41 .O 
53.3 
44.7 
62.1 
n.7 
51.8 

52.1 % 
- - 



SoutmKest Gas corwnation 
Peveloment of Proiected Growth for Use in the Discounted Cash Flow Modef 

Southwsst Gas Corporation 

Proxy Group of Five 
Gas Dlstn’bution Companies 
AGt Re~ovroes, lo 
Cascade Natural Gas Cop. 
NICOR, Inc 
Northwest Natural Gas Co 
Piedmom Natural Gas co., Im: 

AwwP 

Proxy Group of Eleven Value Line 
Gas Disbibution Companies 
AGL Resources, Inc 
cascade Natural GasCorp 

ladede Group, Inc. 
NICQR, inc 
Nwthwrst NaWd Gas Co. 
Peoples Energy C w .  
piedmont Naturat Gas eo., Inc. 
swth Jersey Industries, Inc. 
WOL Hddigs In0 

Enargen Gorp 
Kevspancorp 

Avenrge 

1 2 

Value Line 
Pr0jeCtf)d Projected 
2007-’09 Fie-Year 

Grawth Rate Growtt, Rab 
in EPS (1) in EPS 

Thornson FN I First Cali 

1o.a % - 
5,oo % 
600 
NMF 
550 
7.50 

6.00 46 - 
500% 
8.00 
NMF 
6.50 
450 
NMF 
5.50 
1 0 0  
7-50 
6.50 
5.00 
5.28 % - 

3.70 96 
I 

4.80 % 
500 
263 
4.25 
4.68 
4.27 96 - 
4 8 0 %  
5.00 
700 
504 
5Qo 
2.63 
4.25 
4.33 
468 
500 
3.40 
4.66 % - 

NMF = No Meainingbl Figure 

Nom: (1) Fromsheet2lhmgh 13ofthiiSchedule 
(2) Average of Columns 1 and 2 

3 - 

Average Projected 
Five-Year 

Grawth Rate 
k, EPS (2) 

7.$0 % - 
490% 
550 
2.63 
480 
609 

4.80 % 
11 

4w) % 
5.50 
7.00 
577 
4 75 
283 
480 
2.67 
6. OB 
5-75 
4.24 
4.93 % - 

Source of Information: Value Line Investment Survey, (Standard Edition), September 17,2004 
ThomsonFN First Call Earnings, 80 thomsonfn corn, updated October 2,2004 
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mmm Nkuk Is0 boldtrgmnpanybr E l i m r ~ ~ g  Ssrwr shlpphsm~.Dtusdedi&rd ~ ~ , 7 ~  CoaLPddtilb~~, 
~2~~~~~~~~~ 8w6;oQsAb~Eap,6191.*s315w~~s,28,0 
clelksnd: 519.1 td, imlzFl7 Wfmm aaoS~pp &&kbn% ofltaa Bnddiradm IMP abut 1.94 dmanmn 

h L p k c p d ~ ~ W  w&GmPlpdRe.- -IL pddrm (844 pony Roul, Naptae, lL- 
~ a a  md - WWL QWWI r- e e m ~ s h p l o n e ~  I~IIWWWAKU.CMI 

Nicor shrek has rise0 some 83% in bur former employees ma have vio- 
price since our Iast  report. based lated SEC atlonr &s e soda 
argely on PmproVea earnings. N- dates back to ~ t i o n s  that Nicor tilked 
though warmer weather and hi er natu- its customers of nearly SI35 million be- 
ralgaspricesledtoa59%d&ingas tween I999 and 2002 under its 
distribution revenue from the priaF performance-based rate plan. There am 
period. the company's othg vcntutes diZ currently two d t e d  investl ations on o 
the gap n i d ~  The gas distribution cus- ing. one conducted by the S8C, the d e r  
tomerrosterwasupintotal.withar&ein the Illinois commflre Commission 

mstmers more than dsening ZQ. - b r n  the imcstigation include 
a decline in commercial and M u r M e l  cus- the levying of heavy fines. or that the ICC 
tamers. The hawise in total cllstomers order a rate reduction. Either outcome 
augurs well for steady-to-higher eamings would hurt Nicor's earnings and ut some- 
over time. thing ofa cloud over the stock grf)ce. 
The company's Tropical Shipphg unit Nicor shares advanced two notcbes in 
increased operating income by 41% Timeliness to 3 (Average) since our 
over the second quarter of 2003, June report. based on earnings mo- 
reflectin general economic Impmve- mentum. However. 3- to 5-year price a p  
men% 8, look for continued ffnprove predation remains weU below average and 
men& from this and other N i m  subsidi- cUvidend growth has stalled. But factoring 
arieswer thecomingyearsTaking W o  in the attractive dividend *el& total- 
account secondquarter results. we have mum potenrial fs roughly in & with the 
raised our 2004 &ate by $0.15 a share, rest of the sector. Considering the cuaent. 
to $2.30. We also have raised our 2005 es- relatively high, valuation. and the un- 
timate by a &me, also to 52.30. aIthou h rertehv regarding the performance-based 
we have maintained our f2-50 estimate %r rate fan investi adom, thou we wg- 
tk3-mS-year ulL gtcit &vestom a A d  thls stock @now. 

.obr (261.4 adt ddmliz&81*; mnnmdd, 16% Mushid ~ ~ p c m y 2 C h i h W h l ' d d M 1 P Q T h D m a s L  Rb 

The company kas acknowledged that Andrew Umans seprpmbu 1ZZoa4 
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411 
32 
21 in 
16 _- 

WGL Holdin ' earnings am down 

cal& (ends September 30th). The 
company generated EPS d $221. com- 
pared to $2.66 during the &st nine 
months of 2003. The pruflt shoddl was 
reflective of lower operating Lncome froJn 
WGL's regulated utility business.. Last 
year, the bottom line benested from 
weather that was 2096 below noxnaal, 
thereby increasing naturaJ gas demand for 
heating purposes. Those conditions have 
not been repeated in 2004. Also. whne rev- 
enues in the UUty segment declined. o p  
era- and maintenance ucpanses in the 
divisfon rosa by S8.4 million in the first 
corn was fssodated with higher emplqee 
heneflt cwts. sevemnce costs. higher ex- 
penses for leak repairs, technology c o d -  
tfng fees, and expews for the implemen- 
tation of the rwisions for the Sarbanes- 
oxley Act. 8 earwhile. depredation ex- 
ptnse soared by $7 miUion. to $62 miIlfm. 
partially due to m order issued by Vir- 

E e company's smaller, nonutiliiy 
unit fs ma¶dne uroeress. In the first 

uuou the&tlneequartersofBb- 

I Ibe mOnthS, t0 $173.5 d O l L  n8 l%3e 

a regulators. 

- -  
nine months, rofSts near1 doubIed from 
b t  y e s  to slpg d o n  &e main driver 
was the unit's retall ener marketing op- 
eration. which benefited Em higher grass 
margins on the sale of natural gas. Profits 
were artkdl ofbthDwwer bye 
Jors k n  ft?e unit's commbdal%%~ 
business, which recorded a loss of $23 mil- 
lion in the period. 
WGL is working towards its previous- 
ly dedined BnancM oajecttveo It Is 
targetlngannuelearning wtJlof5?6 
between 2004 and 2008. & it intends 
toachievethmu 39byearlygrowthinits 
uturty c u s t o x n e r c  end the hrther de- 
vel0 ment of its nonreguhted business. 
WGf also plans to d e w  I t s  operatin ex- 
emies. WN& have been on the rise. Ad- Py. the trend o~ steady di~kfend increases 

fs llkely to continue 
This stock is a highquaNty income fs- 
sue. It offers a competitive yield and has 

and stcdc price stabwty $801. rt's a gooa 
chafce for wnservatfve investors. We note, 
however, that the stock has W t e d  passi- 
wlties for sharpprice ap 
mdaei I! Mpilanw .!i!S2&nJr. 2004 

topmtch la- for saf (1 ranking) 
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Line - No. 

1. 

2 

3. 

4.. 

5.. 

6. 

Soulhww Gas cotDondion 
Indiied Common Equity Cost R a e  

Through Use ofa Risk Premium Model 
Usina an Adiusted Total Market Ao~maQ 

PrmYGrnP proxy Grwp 
ofFmoaS OfEleven 

SwlhweStGas f.xstriiuIion Value Line Gas 
Corporalion Companies Distributiin Companies 

PmpediveYii on ABa Rated 
CotPorate Bomfs (1) 625 % 625 % 

Adjustmen! to R e k t  Yeld Spread 
Between Aaa Rated corpafate 
Bonds and A Rated Public 
utiri Bonds 0.47 (2) 0.47 (2) 

Adjusted Pmspedive Y i  on A Raled 
PublicutiiBonds 6.72 % 6.72 % 

~UstmenttoReRectBond 
Rating Difference 0.36 (3) 0.00 (4) 

Adjusfed PrwpectRre Bond Yid  7-08 6 72 

Equ*Q Risk Premium (5) 4.41 4.64 

7. Ridc Premium Delived common 
11.36 % - 11.49 % 

I__ 
Eaiay Cost Rate 

Notes: (1) Derived in Note (3) on Sheet Gofthis !3hW. 

bonds of0.47% from shed 4 ofthk Schedule 

Exhibit in order to deet Swrthwest Gas Corpwallon’s Baa2 Moody’s bond rating 

No adjuslnml necessary asthe average Moody‘s bond ratng fwthe proxy 

(2) TheavemgeyieMspregdofAratedpublicutlfitybondsoverAaaratedanporate 

(3) TheaveageyieldspreedofBaaoverAratedpub&cutilftybondsdO36%,fromSheet4d~ 

(4) 

(5) FromSheet 5ofulksExhii 
BrouPkA2 

625 % 

0.47 (2) 

6.72 I 

0.00 (4) 

6.72 

4.47 



SOUUNVestG ascomoral on 
Comparison of Bond Ratings and Business profile for 

Southwest Gas Cotpodon.  the Proxy Gmup of Five Gas Cornpanles and the 
prow GrOUD d Eleven W u e  Line Gas Commnles 

Auewt2004 August2004 
Standard 6 Pooh M W s  

Bond Rating Bond Ratina 

Prony Group of %e 
Gas Disbiburion Companies 
AGL Resources. Ino. (3) 
Cascade Natural Gas Cow. 
NICOR. Im. (4) 
NO&WeStNatUfalGaSCO 
PCBdmont Natural Gas Co . Inc 

Avenage 

Proxy Gmup of Eteven Vdue 
Una Gas DlsIribUlion Companies 
AGL Resources. he- (3) 
Cascade Natural Gas Carp 
Energan COP (5) 
K e p n  cow (s) 
Lad& Group. lnc. (7) 
NICOR.Inc (4) 
NorihwestNatwalGasCo. 
Peoples Enerw Cow. (8) 
piedmont Natuial wis Go.. he. 
South Jersey lnduOtries. Im: (9) 
W O L H O M ~ ~ S I ~ C  (19 

AVeraW 

Bond 

Baa2 
_I__ 

A3 
Baal 
A33 
A2 
A3 
A2 - 
A3 
Baal 
A1 
A2 
A3 
Aa3 
A2 
Aa3 
A3 
Baal 
A2 
A2 
- 
__I_ 

Numerical 
Weiahti@ 

9.0 - 
7.0 
8.0 
4.0 
6 .O 
7.0 
6.4 
- - 

7.0 
8-0 
5.0 
6.0 
7.0 
4 .O 
6 .O 
4 0  
7.0 
8.0 
6.0 

6.2 
- 
rsrrr 

Bond 
!3&u 

885 - 
A. 
BBB+ 
AA 
A 
A 
A 
- - 
A- 
EBB+ 
A- 
A+ 
A 
PA 
A 
A 
A 
A 
AA 

A 
c_e - 

Numerical 
W e i o h w  

10.0 - 
7.0 
8.0 
3D 
6.0 
6.0 
6.0 
- - 

1-0 
8.0 
7.0 
5 .O 
8.0 
3.0 
6.0 
7.0 
6.0 
6.0 
4.0 

5.9 
- - 

Notes: (1) Fmm Sheet3 ofthis Exhibit 
(2) Fmm Standanl (L poor's ulilities PempecUves. Global u(ifities Wngs S&. Vol. f3. No 38. 

OebDbar 4.2004. 
(a) Ratings end bushass prctile are Uwe of Manta Gas UgM Company. 
{4) Rdngs end business profile are thwe of NlCOR Gas Co. 
(!i) Ratings and W e s s  pmiile am those of Alabama Gas corporadhrn 
(8) RaUngs and business protile are a campsi te  of those of Boston Ow Cn. Colonial Gs Co. and 

KeySpan Energy Dellvery Long Idand. 
(7) Ratings end business profile am those of Laclede Gas Co. 
(8) RatingsamlbustnesspmRleareaccnnpcslleor~dNorthShoreGas~ny~ndPeop)er 

Gastight&CoksCarnpany. 
(9) RaUnQs and business profile are h s e  of South Jersey Gas Company- 
(10) Ratrngs and busfness protila are those of Washington Gas UghtcWnpny 

standard &Poor's 
Business Prdile (2) 

3.0 
A 

2 .O 
2 0  
20 
1 .o 
2.0 
1 A 

2.0 
20 
2.0 
2 .o 
3.0 
2.0 
1 R 
2 .o 
2-0 
2 .o 
2.0 

2.0 * 
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Moody's 
Bond Rating 

Aaa 

Aal 
Aa2 
Aa3 

A? 
A2 
A3 

Raal 
Baa2 
Baa3 

Bal 
Ba2 
Ba3 

\ 

Southwest Gas ComoratioQ 
Numerical Assignment for 
fi 

Numerical 
Bond We- 

1 

2 
3 
4 

5 
6 
7 

8 
9 
I O  

11 
12 
13 

Standard 8 Poor's 
Bond Ratinq 

AAA 

AA+ 
AA 
AA- 

A+ 
A 
A- 

B80+ 
EBB 
BBB- 

BB+ 
BB 
BB- 
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Llne 
No. 

1 Calculated equily risk 
premium based on the 
total market using 
the beta approach (1 1 

llon southwsst Gas cwwra 
Judgment of Equity Rkk Premium for 

the Proxy Group of Ffve Gas Mstributii CompaniaS and the 
prom GWO of Eteven Val ue line Gas Dlslribution Commnies 

Proxy Group Proxy Group 
of Five Gas of Eleven 

southwest Gas Distribution Value Une Gas 
corporauon Companies Distribution Cornwnl- 

5.19 % 5.13 % 

2 Mean equity risk premlum 
based on a study 
usfng the holding prlod 
rehnsof publicuHfiiwith 

a. BaaratedbOnds(2) 362 
b Aratedbonds(2) 4.14 

4.64 96 - 4.41 96 
_1_ 

3 Average equity risk premium 

Notes: (1) From Sheet 6 of lhls M. 
(2) From Sheet 8 of this EXhlblt. 

4.80 % 

4.14 

4.47 % 
I 



Llne 
th 

9 

2 

3 

4 

5 

6 

7 

8 

9 

Notes: 

Mlhmetic mean lolal return fate on 
the Standard 8 Poofs SO0 Cllmposae 
Index - 1926-2M)3 (1) 

ArWvneUc mean yield on 
&a a n d h  Corpocale Bond 

1926-2003 (1) 

Hislorfcal Equjty Risk Premium 

~aecasled EquMy Rlslc Premium 

Aveage d Hislorieal and Forecasted 
Equity Risk Pmium (4) 

Adjusted Value Une Beta (5) 

Beta Mjusted Equity Rik Prarniwn 

1240 % 

t6.lOL 

6.30 % 

1293 % 

649 % 

0.Bo 

5.19 96 - 

1240 % 

(6..lm 

6.30 % __ 
1293 % 

(6.251 

6.88 % - 
649 % 

0.70 

5.13-n 

(1) F m  Moody6 hduslrlal Manuel and Mecgent Bond Recad Monlhly Update 
(2) From Nde 1. Sheet 4 olE~hibfl_(FJH-IJ) 

(3) A ~ ~ a ~ f o r e c a s t b a ~ e d  uponsbcqucut~~lma(esdAaara(ebcocpwalebondsper1he~nsus 
dnsarlyfi~ earnwnids repcrled in BIueajp Rnandsl Forecasts dated seplember 1.2004 (see 
sheet 7 d IMS @hitlit) The esumales am CIetBiled below 

Fm~rIh(;luarter2004 580 % 
AKlawrterZOOS 600 
5-d Quwler2005 6 20 
mid ausrter 2005 640 
FoMh Quarter 2005 6 50, 
Rrst Quarter 2006 6.60 

Avarage 625 % 

(4) Average d the IiIsWkal EqMy Risk hemturn d 6 20% lmn Une No 3 and the 
F#ecastedEquilyRiskPremkrm d6 48% from UneNo 6 ((620% + 6 68%) 12 = 6 44% 

1240 % 

16.10)- 

6.30 % - 
1293 % 

626L 

6.68 46 - 
6.49 % 

0.74 

4.80 % - 

(5) From Sheet 9 dm Exhibit. 

l o  
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@ 12 BLUE CHIP FINANCIAL FORECASTS PI OCTOBER 1,2004 I 
Consensus Forecasts Of U.S. Interest Rates And Key Assumptions' 

--_-____.__-l-_--_ll-- History----------------------- 
---Avenge For Week Ending---- ---Avenge For Month--- Lde.sl Q 

Interest Rates Sea.24 Se~.17 w-0 ,$& & &,& June $02004* 
Federal Funds Rate '1 64 1.49 150 153 143 1.26 1.03 1 4 1  
Prime Rate 4.57 4.50 450 450 4.42 425 400 4.40 
LIBOR, 3-rno. 1.92 1.89 1.86 1.81 1.73 1.63 1.49 J 74 
CommercialPoper, I-mo. 1.72 167 161 I53 1.48 1.29 1 13 1.47 
Treasury bill. 3-mo 1.72 1.67 165 1.61 1.50 1.36 129 1.51 

Treasury bill, 1 yr 2.14 2.09 2.10 1.03 2.02 2.10 2.12 207 
Treasury note, 2 yr 2.53 2.49 252 2.47 2.51 2.64 1.76 255 
Treasury note, 5 yr. 3.29 3.35 342 339 3.47 3.69 3.93 3.51 
Treasury note, 10 yr. 4.04 4 14 4.21 4.19 4.28 4.50 4 73 431 
Treasury note, 20 yr. 4.80 4.92 499 4.98 5.07 5.24 5.45 5.08 
Colporate Am bond 537 548 5.54 5.55 5.65 5.82 601 5.6.5 
Corporate Baa bond 6.17 6.23 636 6.37 646 6.62 6.78 646 "...7.X . '7.2 ' 7 3  
State & Local bonds 446 4.54 461 4.63 4.70 4 8 7  5.05 4.71 
Home mortgage rate 5.10 5.75 5.83 5.77 5.87 6.06 6.29 5.90 

44 1Q 2Q 3 4  4 4  1Q 24 3Q 

MnjorCurrency Index 100.0 95.1 90.8 90.7 87.8 85.3 88.0 86.5 
Red GDP 0 7 1.9 4,1 1.4 4.2 4.5 2.8 36 
GDP Price Index 2.0 2.7 1 1 1.4 1.6 2.8 3.2 1 0 
Consumer Price Index 2.0 3.8 0.7 2.4 0.7 3 s 4.8 2 3  
'Individual pncl members' forecosts nm on PJBCS 4 through 9 Hsforical data for interest mle~ except L-IBOR is  &om Fcdcnl Rcscrvc Relepsc (FRSR) H.15 L.IBOR quotes avail- 
able Gom The Wolf Street lorvnal Definitions spacudhac are sauc OJ thoso in FRSR H I S .  Treasury yields arc mpo& on a constant muturity basis Historical dah for h c  U S 
Pcdcd Rcserve Board's Mnjm C m n c y  Indcx is h m  FRSR H 10 nnd G 5. Historial data for Rcnl GDP and GDP Cboincd Price Index arc from the Bureau of Economic Analysis 
(BEA) Consumcr Price Index (CP9 history is from Ihc Dcpmmnt of Lobor's Butcnu O l L n b o r  Sfnfisdcs (BLS). *h#terestrafcdafafur 3Q3OOJbaredon Listoricddata tiirutf& 
rho week ended September 24. .Data for 3Q 2O04 Majur Currency Index olso b bared an data through week ended September 2C Ffgnres sltoiun for 3@ 2004 Real GDP, GDP 
Chained Mce Indm and Consumer Prlcc Indar are consensm forecasts based oil a special question survey th& month oiiho panel melilbers. 

Treasury bill, 6-mo. 194 1.88 189 1.82 1.76 1.70 1.64 I78 .5 -,:'.2.9 ;.3.2 3.5 3.7 

-------..--- History-.------------ 

Kev t"ions 2002 2003 2903 -003 2003 2009 1004 a&* 

U.S. Treasury Yield Curve 
Week ended September 24,2004 and Year Ago v8 

4 4  2004 and ia 2008 Consensus lorecasts 
7 nn .. 7 nn 

-rem AQO 
-X-Wsek ended 9l231w 
+CO~BOMUS iQ 2006 

5 00 
4.50 
4 00 
3 50 
300 
2.so 
200 
150 

1 0 0 ~ -  : : : $;;I 
0.50 

3mO 6mo lyr 2yr 5yr l O y r  2Oyr 
Maturllies 

Corporate Bond Spreads 
A0 of week ended September 24.2094 

+ 400 

r T-Bond Weld 
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350 
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275 
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50 
25 
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7 .SO 
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650 
600 
s so 
6 .OO 

I 4 50 
f 4 0 0  
a1350 
p 3 0 0  
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2 0 0  
150 
1 00 
0 50 

US. 3-Mo. 7-Bills & IO-Yr. T-Note Yield 
(auertww Avemgo) kti5bW Forocasl 
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Southwest Gas Comorati~~ 
Derivation of Mean Equity Risk Premium Based on a Study 

Udna Holdinn Period Returns of Public Utilities 
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h e  
No. 

Time Perfod 
9 Artthmelii Mean Holding Pdod 

Returns (2): 
standard & Poofs Public 

UWiy Index 

2. Arithmetic Mean yield on: 

a. Baa-rated Public Utility Bonds 

b A-mted Public Utility Bonds 
3 Equity Risk Premium 

Over Baa Rated Over A Rated 
Public Utility Bonds pubtic utiray MS 
AUS Consultants - AUS COnsttltants - 

Utiri  Services Utility Services 
study (1) Study (I) 

1 - 1 

19252m 19252003 

10.77 % 10.77 % 

(7.15)- 

3.62 % - (6.631 
4.14 % v 

Notes: (1) 

(2) 

S&P Publio Utility Index and Moody's Public u b i  Bond Average Annual Yitds, 19282003 (AUS 
Consultants - Utility Services, 2004). 

Hdding period return are calculated based upon income received (dvldends and interest) pius the 
relative change in the market value of a securUy over a one-year hoIdiig period. 

I. 
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Southwest Gas Comoration 
Value line Adjusted Betas for Southwest Gas Corporation, 

the Proxy Group of Five Gas Dstn’bub‘on Companies and the 
Prom Group of Eleven Value Line Gas Distribulion ComDanies 

Value line 
Adjusted 

Beta 

Southwest Gas Comaration 

Proxy Group of Five Gas Distribution 
Companies 
AGL Resources, Inc. 
Cascade Natural Gas Cop- 
NICOR, Inc. 
Northwest Natural Gas Co. 
Piedmont Natural Gas Co., Inc. 

Average 

Proxy Group of Eleven Value Line Gas 
Dislriiution Companies 
AGL Resources, lnc.. 
Cascade Natural Gas Cow. 
€nergen Cop. 
KeySpan Carp. 
Ladede Gas Company 
NICOR, Inc. 
Northwest Natural Gas Co. 
Peoples Energy Cop.. 
Piedmont Natural Gas Co., Jnc. 
South Jersey Industries, Inc. 
WGL Holdings Inc. 
Average 

0.80 
P 

0.80 
0..75 
1 .oo 
0.65 
0.75 
0.79 

0.80 
0.75 
0.70 
0..75 
0.70 
1 .oo 
0.65 
0.75 
0.75 
0.55 
0.75 
0.74 

Source of Information: Value Une Investment Sunrev. (Standard Ediion) 
September 17,2004 
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For example, if bond yields rise unexpectedly, investors can receive a bigher coupon paymenr from a 
newly issued bond than from the putdrasc of an outstanding bond with the former lower-coupon 
payment, The outstanding lower-coupon bond will thns fail to attract buyers, and its price will 
decrease, causing its yield to increase correspondingly, as its coupon payment remains the same. The 
newly priced outstanding bond will subsequently attract purchasers who will benefit from the shift in 
price and yield; howeve5 those investors who heady held the bond will suffer a capital loss due to 
the fall in price. 

Anticipated changes in yields are assessed by the market and figured into &e price of a bond. 
Future changes in yidds that aze not anticipated will cause the price of the bond to adjust accord- 
ingly. Price changes in bonds due to unanticipated changes in yields introduce price risk into the total 

return, Therefore, the total return on thc bond series does not represent the riskless rate of r e m .  
There is na evidence that investors expect rhc historical mend of bond capital losses to be repeated in 
the future (otherwise, bond prices would be adjusted accordingly). Therefore, historical total returns 
are biased downwad as indicarors of fume expectations. The income return better represents the 
unbiased estimate of the purely risMess rate of return, since an investor can hold a bond to maturity 
and be entided to the income renun with no capitd loss. 

Arithmetic versus Geomefric Means 
The equirp risk premium data presented in this book are aridmetic average risk premia as opposed 
to geomerric average risk premia. The arithmetic average equity risk premium can be demonstrated 
to be most appropriate when discounting fume cash flows. For use as the expected equiy risk 
premium in either the CAPM or the building block approach, the arithmetic mean or the simple 
difference of the arithmetic means of scodc market renMs and riskless rates is the relevant numbelc 
This is because bo& the CAPM and the building blodc approach are additive models, in which the 
cost of apical is the sum of its paas. Ihe geometric average is more appropriate for reporting past 
performance, since it represents the compound average r e m .  

The argument for using the arithmetic average is quite srraightfomard. In looking at projected 
cash flows, the cqdty risk ~KM'UID that should be employed is the quiy risk premium that is 
expected to actually be incurred over &e future time periods. Graph 5-3 shows the realized equity 
risk premium for each year based on the returns of the S&P 500 and the income return on long-term 
government bonds. (The amat, obsewed d i f f c r ~ c e  between the return on the stock market and the 
riskless rate is known as the realized eqnity risk premium.) There is considerable volatility in the 
year-by-year statistics. At times the realizcd equity risk premium is even negative. 
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To i I l m t c  how the atihmeriE mean is more appropriatc tban the geomtdc mean in diSMuating 
cash flows, suppose the r x p d  return on a stock is 10 pwmt per year with a standard deviation 
of 20 percent Also assume that only two olltcomes are possible each year- +30 percent and -10 
parent (LE, the mean plus or minus one standard deviation). The probability of occuzrmce for 
each outcome is eqd. The growth of wealth o w  a f w 0 - y ~  period is illusaated in Graph 5-4. 
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Graph 5-4 
orowth of Wealth Example 

$1.70 

$1 .m 

$0.70 

0 
YearS 

1 2 

The most common outcome of $1.17 is given by the geometric mean of 8.2 percent. Compounding 
the possible outcomes as follows derives the geometric mean: 

[(I + 0.30) x (I - 0.1 0)F - 1 = 0.082 

However, the expected value is predicted by compounding the. arithmetic, not the geometric, mean. 
To illmare this, we need to look at the probabilipwcightd average of alI possible outcomes: 

(0.25 X $1.69) = $0.4225 
4- (0.50 X $1.17) = $0.5850 
4- (0.25 X $0.81) = $0.2025 

Total $13100 

Therefore, $1.21 is the probability-weighted expected vdue. The rate that must be compounded to 
achieve the terminal value of $1.21 aftu: 2 years is IO percent, the arithmetic mean: 

$iX(i+o.io)2 = $1.21 

The geometric mean, when compounded, results in the median of the distribution: 

$lx(l+0.082~ =$1.17 
The arithmetic mean equates the expected future value with tbe present vdue; it is therefore the 
appropriatc discount rate. 

IbbotsonAssodates 73 
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Appropriate HIstorlcal Time Period 
The equity risk premium can be esrimated using any historical time period. For the US., market data 
exists at lease as far back as the lare 1800s. "Ihacfore, it is possible to estimate the equity risk premium 
&g data that covers roughly the past 100 p ~ s .  

The lbbotson Associates equity rkk premitun covers the dme period from 1926 to the present. 
The original data source for the time series comprjsing the eqnitg risk premium is the Ccnru for 
Research in Sccnrity Prim. CRSP cbosc to begin &e5 analysis of market retuns with 1926 for two 
main reasons. CRSP detcnained that the time period around 1926 was approximately when quality 
&uncial data became available, They also made a wnscions effort to indude the pcriod of extsemc 
market volatility from the late twenties and early thirties; 1926 was chosen because it includes one 
fnlI business cycle of data before the market crash of 1929. These arc the most basic reasons why 
Ibbotson Associates' equity risk prrminm calculation window starts in 1926. 

Implicit in using history to forecast the fume is the assumption that investors' expectations for 
future outcomes conform to past results. W metfiod assumes that the price of takiug on risk changes 
only slowly, if at all, over time, This 'future equaIs the past" assumption i s  most applicable to a 
random time-series variable. A timc-series variable is random if its value H one period is independent 
of its value in other periods. 

Does  the Equity Risk Premium Revert to Its Mean over The? 
Some bave argued that the estimatt of the equity risk premium is npwardy biased sine the stock 
market is m d y  priced high. In ocher words, since &ere have been s e v d  yixq? wi& 
cxtra0rdinari)p high market returns and rcalizcd quiy risk premia, the expectation is rhat returns 
and n$ized qdty risk premia will be lower in the futlrre, bringing the average back to a normalized 
level, This argument relies on several smdies that have tried to determine wh&er reversion to the 
mean exists in stock market prices and the quity risk premium.' Several academics contradict each 
o b  on this topic; moreoveq the evidcncc supponing this argument is neither conclusive nor 
compelling enough to make such a smog assmption. 

our own empirical evidence suggcsts that the yearly diffuencc between the mck market total 
renun and the US. Treasury bond income return in any parddar pw is random. Graph 5-3, 
presented earlieq illnspates the randomness of the realized equity risk prcminm- 

74 SBBI Vafuation Edition 2004 Yearbook 
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A statistic4 mwute of the randomuus of a r e m  series is its suid correlation. Serial 
correlation (or autocorrelation) is defined as the degree to which the rerum of a given series is related 
from period to period A serial correlation n w  positive one indicates that retuns are predictable 
from one period to the next period and are positively related. Raat is, the r e m  of one period are a 
good predictor of the returns in the next period. Conversely, a serial correlation near negative one 
indicates that the returns in one period are inversely related to those of the next period. A serial 
correlation near zero indicates that the returns'aze random or unpredictable from one period to tbe 
n w .  Table 5-3 contains the serial correlation of the market total returns, the realized long-horizon 
equity risk premium, and innation. 

Table 5-3 
lnterprstatlon of Annual Serial Comlatfons 
1926-2003 

The significance of tbis evidence is that the realized equity risk premium ncu year will not be 
dependent on the realized equity risk premium from this year. That is, there is no discernable pattern 
ia the realized equity risk premium-it is VinPalIy impossible to forecast next year's realized risk 
premium based on the premium of the previous year. For example, if thk year's difference between 
the riskless rate and the return on the stock market k higher than last year's, that does not imply that 
n w  year's will be higher than this year's. It is as likely to be higher as it is lower. The best &ate of 
tbc experked value of a variable that has behaved randomly in the past is the average (or arithmetic 
mean) of its past values. 

Table 5 4  also indicates that the cquiy risk prupium varies considerably by decade, from a 
high of 179 percent in the 1920s to a low of 0.3 percent in the 1970s. This look at the historical 
equity risk premium reveals no observable panern. 

T i e  5-4 
Long-Horfmn Equity FUsk Premlum by Decade 
19262003 

'?2!!?- !%?, !e%. .!?5Ds, !!to? . !!!os . !!!os . lssos .1!!!E.'?e42?R. 
17.6% 2.3% 8.0% 17.9% 4.2% 0.3% 70% 12.1% -92% 7 0% 

gasedOntheperiod1s);E6.1928 

"8eoeb onthrperlod 2wo-2Mn. 

I I '  
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chapter 5 

Finneny and Lcistikow perform more econometrically sophisticated tests of mean reversion in rhe 
equity risk premium Their MS demonstrate that-as we suspected bmm our simpler tem--the qdty 
risk premium that was realized over 1926 to the present was almost perfdy free of m e a  Eevccsion 
and had no statistically identifiable tinu trends.' Lo and IvfacI(inlay conclude, "the rejection of the 
random walk for weekly returns does not support a mean-reverting model of asset prices." 

Choosing an Appropriate Mstorfwl Period L 

The estimate of the quity risk premium depends on the lend of the data series studied. A proper 
estimate of the quity rirk premim requkes a data series long enough to give a r&bIe avenge without 
being nuduly influenced by very good and very poor short-term returns. When calculated using a long 
data series, rhe historical equity risk premitlm is  rclanvely stable.' FurthcmnaIc, because an average of 
the realired quitp risk premium is quite volatile when Caeulatcd wing a short ~ I Y ,  using a long 
d e s  makes it leu likrly that the analyst can justify any number he or she wants. The magnitude of 
how shorter periods can affect the result will be explored later in this chap- 

Some analysts estimate the expected equity risk premium using a shortu; more recent time 
pcriod on the basis that recent events are more likely to be repeated in the near funtrr, furthermore, 
they believe chat the 1920s, 1930s, and 1940s concaia too many unusual events. This view is suspect 
because all periods contain 'un~~sual" events. Some of the mosc unirsual events of this century took 
place quite recently, including the inflation of the late 1970s and e+ 19805, the October 1987 
stock market crash, the collapse of the high-yieSd bond market, the major conttaction and consolida- 
tion of the tbtifi industry, the collapse of the Soviet Union, and the development of the European 
Economic Community4 of these happened approximately in &e last 10 years. 

IC is even difficult for economists to predicr the economic environment of the future. For 
example, if one were analyzing the stock market in 1987 before the crash, it would be statistically 
improbable to predict the impending short-term volatility without considering the stock market 
crash and market volatiJity of the 1929-1931 period. 

Without an appreciation of the 1920s and 1930s, no one would believe that such events CouId 
happen. The 78-year period starring with 1926 is representative of what can happen: it indudes high 
and low returns, volatile and quiet markets, war and peace, inflation and deflation, and prosperity 
and depression. Restricting attention to a shorter historical period underestimates the amount of 
&mge that could octllt in a long future period Finally, because historical event-types (not specific 
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events) tend to repeat cbtmstlvc~, long-run capital market r e m  studies can reveal a great deal 
about the future. Investors probably expect uunusual” events to occuf from time to time, and their 
return expectations reflect this. 

A Look at the Historical Results 
It is interesting to take a look at the realized remfL1s and realized equity risk premium in the context 
of the above discussion. Table 5-5 shows the amrage stock market r e m  and the average (arithmetic 
mean) realized long-horizon equity risk premium over various historical time periods. Wa&, 
Graph 5-5 shows the average (arithmetic mean) realized quity risk premium calculated through 
2003 for diffueoc starting dates. The table and the graph both show that wing a longer historical 
period provides a more stable cslimatc of the equity risk premium. The reason is that any unique 
period will not be weighted heady in an average covering a longer historical period. lt bettcr 
rcpresenrs the probability of thcst unique events occurring over a long puiod of time. 

Syears 1894.2w3 1S96 43% 

Looking carefully at Graph 5-5 will clarify this point. The graph shows the realized equity risk 
premium for a series of time periods through 2003, starting with 1926. In other words, the first 
value on the graph representr the average realized equity risk premium over the period 19262003. 
The nucL d u e  on the graph represents the average realized equity risk premium over h e  period 
1927-2003fand so on, with the last value representing the average over &e most recent five years, 
2999-2003. Conccnrrating on the lek side of Graph 5-5, one notices that the realized equity risk 
premium, when measured over long periods of dme, is relatively stable. In viewiug the graph from 
left to ri& moving from Ionger to shorter historical periods, one sees &at the value of the realivd 
equicy risk premium begins to dedine significantly. Why docs this occur? The reason is chat the 
sevcre bear market of 1973-1974 is receiving propomonatdy more weight in the shorter; more 
recent average. If you continue to follow &e line to the right, howmu; you wiU also notice that when 
1973 and 1974 faU out of the recent average, the realized equiry risk premium jumps up by nearly 
1.5 percent. 
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SOUlhWSt Gas Comoratian 
Indicated Common Equity cosl Rale lhrwrgh Use 

of the Capital Asset Pricing Model for swlhwest Gas cwporatkn. 
(he prcDcvGmup of Fw Gas DMbubon . Companiesandlhe 

P r o m G ~ ~ o  f Eleven Value Line Gas DisbmutiOn Commies 

ProocvG~p Proxy Gmup 
Of Fhreoas OfueVMVahreLine 

Southwest Gas Gas Disfribution 
Corpomlion Companfea Companies 

3. Conclusion 

Notes: (1) DevekpedonSheet2dthisfWibit. 
0) Dweloped on Sheat 3 of this ExhW 

Traditional Cadtal Asset Pricine Model 

@miticat Canital Assel Pricina Mode\ 
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0. m 

621 % 
5.94 
5.67 
5,84 
5.87 
7 31 
5.99 
5.94 

484 
5.94 
5.89 % 

594 

1173 % 

1t73 % 
11 46 
1283 
10.91 
11 46 

1173 % 
11 46 
11.19 
11.46 
I 1  19 
1283 
10.41 
11 46 
11.46 
la38 
11.45 

11.73 % - 
1173% 
11.46 
1283 
10.91 
11.46 
11.65 % - 
11.73 w 

11 19 
11 46 
11 19 
1283 
10.91 
11.46 
11.45 
IO 36 
11.46 
11.41 % 

t i  48 

- 
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Notes: 

Southwest Gas Cornration 
Development of the Market-Required Rate of Return on Common Equity Using 

the Capital Asset Pridng Model for Southwest Gas Coyration, the Proxy Group-of Fwe 
Gas Distfiiution Com nies and the Proxy Grou of E even Value Lme Gas Detnbubon 

Companies Adiu& to Reliecta Forecastet!Rii-Free Rate and Market Return 

From the two revious month-end (August '04 -September '04), as well as a recently available (October 1, 
2004), Value &ne Summaw 8 Index, a forecasted 3-5 year total annual market return of 1293% can be 
derived by averaging the August 2004, September 2004, and spot forecasted total 3-5 year total 
appreciation, converting it into an annual market appreciation and adding the Value Line average 
forecasted annual diidend yield 

The 3-5 year average total market appreciation of 53%, produces a four-year average annual 
return of 11 22% (((l-!53°q - 1)VOO). When the average annual forecasted diidend yield of 1 71% is 
added, a total average market return of 12 93% (1 71 % + 1 1 22%) is derived. 

forecasted total market return of 1293% minus the 
risk-free rate 085.52% (developed in Note 2) is %I% (T293% - 5.52%). The lbbotson Assodates 
calculated market premium of 7.20% forthe period 1926-2003 results from a total market return d1240% 
less the average income return on Ion tern U S. Government Securities of 5.20% (1240% - 5 20% = 
7.20%. Thffilsthen averagedwiththe?4l%V&ue nemarketpremium resuiting in a 7.305%, rounded 

sheets 2 and 3 of this Exhibit 

Average forecast biffed upon Spc uarterty estimates of 20-year Treasury Bond dds perthe consansusof 
nearty 50 economists re rted m%e 81ue Chi Financial forecasts dated Octo& 1.2004 (seesheet7 of 
EXhibii,(FJH-ll)) l% estimates are d e 2 4  below; 

(') 

The Au ust 2004, September 2004, and s 

to 7.3 1 %, market premium The 7.31% ma + et premium is then multiplied by the beta in column 1 of 

(2) 

20-Year 

Fourth Quarter 2004 
First Quarter 2005 
Second Quarter 2005 
Third Quatter 2005 
Fourth Quarter 2005 
First Quarter 2006 
Average 

._ 

Treasuw Bond Meld 
5.10 
5.40% 
5.50 

(3) lndudes only those indicated common e uiQ cost rates which are greater than 9.9% for reasons hlty 
explained in Mr.. Hanley's accompanying testimony. 

(4) The tradiional Capital Asset Pricing Model ( W M )  is applied using the following formula: 

&=RF*B(RH-RF) 

Where Rs = Return rate of common stock p = Risk Free Rafe 
= Value Line Adjusted Beta 

Y = Return on the market as a whole 

(5) The empirical CAPM is applied using the following formula: 

& = R F * . ~ ~ ( R M  -RF)+ 758(Ru - R F )  

Where Rs = Return rate of common stock p = Rffik-Free Rate 
= Value Une Adjusted Beta 
M = Return on the market as a whole 

Source of Information: Value Une Summaw & Index (Standard Edition) 
Blue Chip Financial kortxssk, Odober I ,  2004 
V ue Une Investme t SUN 
&cks. Bonds. Bilknand lnf%on -Valuation kdition -2004 Yearbook Market 

September 17 2004 

Result8 for 1926-2003 lbbotson Associates, Inc.. Chicago, IL 
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~ G a S C o m O n u ~  
Comparable Eamhgs Analysis 

for a Proxy Group of Twenly-Five Non-Util& Cornpad Compade to 
Southwest Gas ComCWon ($1 

 oxy G ~ U P  Or'lLwty-Fnre ~on-ut~ity 
Companies Comparable to 
Swthwesl Gas Coworation (1) 
5M Company 
Albecto Cutver'B 
AkianW&Bak)win 
Ashland !no 
Baldor EledrIc 

CapitdFed Fin? 
crescent Real E s t  
Duke Realty Gorp. 
Dun& Wadstreet 
E m n  M a l  Corp. 
First Midwest Bamorp 
Kirnbdy-Cbrk 
Ubertvcorp. 
MarkelCorp. 
McCtalehyCo. 
MeredWlCorp. 
M d $ s  Corp. 
NewYaskTlmes 
PRrmCreekmber 
P U W  Inc. 
Unitrin Inc. 
Washington Federal 
Washington R.E I.T. 
Websler Fin'l 

Average for the Non-UWi Group 

Adj. 
Beta 

090 
0.70 
0.85 
0.85 
0.85 
0.75 
0 70 
0-60 
0-70 
0.80 
0.80 
0.90 
0 70 
0-75 
0.80 
0.75 
0.85 
0.80 
085 
0.70 
0.75 
0.90 
085 
0 70 
090 

0.80 - 
0.80 

__I 

Unadj 
Bela 

079 
0.50 
0.77 
0 70 
0 74 
056 
050 
0.64 
0.53 
0.63 
065 
0 78 
0 49 
0.61 
0.62 
0.60 
0 76 
0.63 
077 
0.54 
0- 
079 
0 74 
053 
0 79 
0.m - 

Standard 
Emr 
ofthe 

Regression 
2 8172 
29480 
3.1103 
30684 
3.0142 
2 9767 
29386 
2.9890 
2.6485 
3.0979 
2.6481 
29450 
3.0057 
2.7468 
29782 
3.0524 
3.0251 
2.8700 
31153 
2.9782 
2.922 1 
2.9145 
3.0532 
2.7567 
3.0862 

2.9474 - 
0.64 (4) -(5) 

I__ 

5Year Projected Rate of Rahm, on 
Net Worth, EQUW or Partners' 

capital@) 
Student's 

Percent T-T-t 

25.50 I 115 
14.50 (0.18) 
1250 (0.42) 
9-00 (0 ss) 

15 00 (0.12) 
13 00 (0 3s) 
10 00 (0.73) 
1200 (0-49) 
850 (0.91) 
3050 1 76 
17 00 0 12 
18 50 030 
2350 0 91 
700 (1 .os) 
13 00 (0 3s) 
10 50 (0.67) 
16 00 
43.50 (3) 334 
2350 0 91 
16 w) 

6.50 (1 15) 
10 00 (0 73) 

18 50 030 
12 00 (0 49) 

14 00 (0 24) 

see sheet 4 for notes. 
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Soulhwad Gss co@g@!g! 
Comperable Earnings Analysis 

for a Proq Grwp of Thlrty- Six Nun-Ulilily Companies Comparable lo 
!he Pmnr Gmuu 01 Five Gas Disllibulion Canpan ies q 

Mean 

090 
0.85 
0 70 
085 
0.65 
0.85 
0.75 
0.70 
0110 
0.85 
0.85 
0.80 
0.70 
0.80 
0.90 
0.80 
080 
0.70 
OB0 
0 75 
0.80 
090 
O S  
0.85 
0.80 
085 
0.85 
0.70 
0.76; 
0.75 
0.80 
090 
090 
OBS 
090 
0.70 
0.61 - 

Unadj. 
Be(a 

0.79 
0.n 
050 
0 77 
0.70 
0.74 
0.56 
050 
063 
0 73 
0.75 
0.64 
O M  
0.63 
am 
0.66 
0.68 
0.49 
0.62 
0.60 
0 .sb 
0 18 
0.80 
0.76 
0.63 

0.72 
0.54 
0.- 
O S 5  
0.69 
0.78 
0.79 
0.74 
0 78 
0 52 

o n  

p;BT - 

slandwd 
Emn 
ofthe 

Regression 
231 72 
3.1649 
2.9480 
3.1103 
3.0884 
3 . 0 M  
29767 
28388 
3.1319 
3.1407 
3.1745 
29690 
3.3077 
3.0979 
2.9450 
3.2423 
3 1431 
3.0057 
2 9782 
3.0524 
3 1551 
3-1 339 
33096 
3.W51 
2 8700 
3.1153 
32209 
2.9782 
29221 
3.1468 
32798 
3.2485 
29145 
3.0532 
3.0862 
32491 
3.0817 - 

0.79 0.64 (9) 3.0515_(10) - 

5-Year Projected Rele of Return on 
Net Wurih, Equity w Parinm' 

Student's 
Caj&l(2) 

P e m l  7-Ted 

2550 % 129 
13.00 (0.31) 
1450 @.W 
1250 (0 37) 
8.00 (0.m 
15M) 0 
13M) (0-W 
1RM) (0.63) 
2050 0.65 
750 (1.01) 
8.00 (0 94) 

12.00 (0.93) 
13 50 (0 24) 
30.50 183 
18.50 0.40 
18 w OW 
800 (094) 

2350 1.03 
13.00 @SO 
10.50 0.63) 
25.00 122 

18.00 033 
16Ao 008 
43.50 (s) 358 
2350 1 .m 
to50 8.W 
16.00 OR8 
6.50 (1 14) 

11.00 (ow 
27.00 1 .a 
9.00 ( o m  

10.00 (0-w 
14.00 (0.i8) 
12.00 (0.43) 
10.00 ( O W  

6SO (1 14) 

14.60 % - 
13.30 % - 

see Sheets 4 end 5 lor notes. 
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Eswthwest - -mm 
Comparable Earnings Analysis 

for a Proxy Group of Twenty- SIX Non-UIilily Companies Ccmpambb to 
t heProxvOmun of Fle - venValueUneGas Di stnbuho ' ' n  Conmatesf n' il 1 

Rmy Gmup of T w l y S b  Non-UtlIy, 
Companies CompamMe to lhe Proxy Group of 
Eleven Value Line Gas Distribution Companies (1 1) 

Albert0 Culver 'B' 
Ashhnd Inc 
ERE Properties 
eantscorp 
Buckeye P a h e n  L.P. 
Capitol Fed Fin'l 
Celellus Development 
ClnclnnaU Financial 
CrestentRealEst 
Dun8BlEdSboet 
Federel Rlty Inv. TNS~ 
Hea#hcare Rlly TNst 
HwpilaMy Properlies 
KimberfyClark 
Libactycorp 
Mackall Rlly 
Markel Cwp. 
MtClatchy Co 
McOm-Hill 
Mood~s~JP 
Plum Creek Tlmber 
Puliker Inc 
RLI Corp. 
Simon pmperty Gmp 
Tootsia Roll Ind 
WashingtonREIT 
Average for lhe Non-UUlBy Grwp 

Average for the Prony Group of El0Ven Value Line 
Gas Mstributron Companies 

Adj. 
Bela 

0.70 
085 
0.70 
0.75 
065 
0 70 
080 
085 
0.80 
0.80 
0.70 
0.65 
0.80 
0 70 
0.75 
0.65 
0-80 
0.75 
0.80 
O B 0  
0.70 
0-75 
0.75 
0.70 
0-65 
0.70 

-4.7a - 
0.74 - 

Unadj . 
Beta 

0.50 
070 
O M  
0.56 
044 
050 
0.63 
0.73 
OW 
063 
0 47 
0.43 
068 
0.49 

,O 61 
0.44 
062 
0.60 
0.65 
063 
0.54 
0.59 
0.55 
0.48 
0.43 
053 = 

Standard 
E m r  
ofthe 

Regression 

2.8480 
3.0684 
26881 
2 9767 
2 7915 
2.9386 
3.1370 
3 1407 
2.9690 
3.0979 
2.6049 
30801 
3 1431 
31)(357 
27468 
2 7554 
2 9782 
3 m 4  
3 1551 
2 878700 
2.9782 
29221 
3 1468 
26908 
2 9675 
27581 

519542 - 

$Year Pm@W Rate of R e l m  on 
Net Wdh. Eqdw or Partners' Capital 
(2) 

1450 % @As) 
900 (0 75) 
10.50 (057) 
13.00 w.27) 
23 50 0.98 
10.00 (0.63) 
20 50 0.62 
750 (0 93) 

1200 (0 3s) 
30.54 1.82 
15.00 (0.03) 
$150 (0.45) 
8.00 (O-a'r) 

23 50 098 
7-00 (0-99) 
10.50 (0 57) 
13.00 (0 n) 
1050 @n) 
25.00 1-18 
43.50 (12) 3.37 
16 00 0. os 
650 (1.05) 

14 50 (0 w 
12 50 (0 
18.50 O S  

Student's 
Percent T-Test 

11 00 to 51) 

Mean 14.16 96 - 
12.44 % - 

See Sheet 5 for notes. 
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Southwest Gas Camoration 
ComParabk Earninas Analysis 

Notes: 

(1) The criteria for selection of the proxy group of twenty-five non-utility companies was 
that the non-utility companies be domestic and have a meaningful projected 2007 - 
2009 rate of return on net worth or partners’ capital as reported in Value Line 
Investment Survey (Standard Edition). The proxy group of twenty-five non-utility 
companies was selected based upon Southwest Gas Corporation’s unadjusted beta 
range of 0.49 - 0.79 and standard error of the regression range of 2.6234 - 3.1290. 
These ranges are based upon plus or minus two standard deviations of the 
unadjusted beta and standard emor of the regression as detaifed in Mr. Hanley’s 
accompanying direct testimony. Plus or minus two standard deviations captures 
95.5% of the distribution of unadjusted betas and standard errors of the regression. 

(2) 2007-2009 

(3) The Student’s T-statistic associated with this projected return exceeds 2.064 at the 
95% level of confidence with twenty-four (24 = 25 observations -1) degrees of 
freedom. Therefore, it has been exduded, as an outlier, to amve at a proper mean 
projected return as fully explained in the accompanying direct testimony. 

The standard deviation of Southwest Gas Corporation’s unadjusted beta is 0.0745. 

The standard deviation of Southwest Gas Corporation’s standard error of the 
regression is 0.1264. The standard deviation of the standard error of the regression 
is calculated as follows: 

(4) 

(5) 

Standard Deviation of the Standard Error of the Regression = 

Standard Emr of the Regression 
/2N 

where: N = number of observations. Since Value Line betas are derived from weekly 
price change observations over a period of five years, N = 259 

Thus, 0.1264 = 2.8762 = 2.8762 
/518 22.7596 

(6) Average of &year projected rates of return excluding those above 20% and belowthe 
prospective yield of 9.9% on A rated Moody’s public utility bonds (from Sheet 1 of 
Schedule ( N H - 1 1 ) .  

(7) The criteria for selection of the proxy group of thirty-six non-utility companies was that 
the non-utility companies be domestic and have a meaningful projected 2007 -2009 
rate of return on net worth or partners’ capital as reported in Value Line Investment 
Survey (Standard Edition). The proxy group of thirty-six non-utility companies was 
selected based upon the proxy group of five gas distribution companies’ unadjusted 
beta range of 0.48 - 0.80 and standard error of the regression range of 2.7833 - 
3.3197. These ranges =r$ based upen plus or minus two standard deviations of the 
unadjusted beta and standard error of the regression as detailed in Mr. Hanley’s 
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Southwest Gas Comoration 
Comparable Earninas Analvsis 

accompanying direct testimony. Plus or minus two standard deviations captures 
95.5% of the distribution of unadjusted betas and standard errors of the regression. 

(8) The Student’s T-statistic associated with this projected return exceeds 1.96 at the 
95% level of confidence. Therefore, it has been excluded, as an outlier, to amve at a 
proper mean projected return as fulJy explained in the accompanying direct testimony. 

(9) 

(10) 

(1 1) 

The standard deviation of the proxy group of five gas distribution companies’ 
unadjusted beta is 0.0790. 

The standard deviation of the proxy group of five gas distribution companies’ 
standard error of the regression is 0.1341= (3.0515/ 22.7596). 

The criteria for selection of the proxy group of twenty-six non-utility companies was 
that the non-utility companies be domestic and have a meaningful projected 2007 - 
2009 rate of return on net worth or partners’ capital as reported in Value Line 
Investment Survey (Standard Edition). The proxy group of twenty-six non-utility 
companies was selected based upon the proxy group of eleven Value Line gas 
distribution companies’ unadjusted beta range of 0.43 - 0.73 and standard error of 
the regression range of 2.6769 - 3.1925. These ranges are based upon plus or 
minus two standard deviations of the unadjusted beta and standard error of the 
regression as detailed in Mr. Hanley’s accompanying direct testimony. Plus or minus 
two standard deviations captures 95.5% of the distribution of unadjusted betas and 
standard errors of the regression. 

(12) The Student‘s T-statistic associated with this projected return exceeds 2.060 at the 
95% level of confidence with twenty-five (25 = 26 observations - 1) degrees of 
freedom. Therefore, it has been excluded, as an outlier, to arrive at a proper mean 
projected return as fully explained in the accompanying direct testimony. 

The standard deviation of the proxy group of eleven Value tine gas distribution 
companies’ Unadjusted beta is 0.0760. 

The standard deviation of the proxy group of eleven Value Line gas distribution 
companies’ standard error of the regression is 0.1289= (2.9347 / 22.7596). 

(13) 

(14) 

Source of Information: Value Line, Inc., September 37.2004 
Value Line Investment Survey (Standard Edition) 

a 



Edtibit(FJK1S) 
S h w t l d l  

Company 

Peoples Gas System 
Madison Cas and E l M c  
Rochester Gas & Electric 
Aquila NetwarkFMGU 
Wisconstn PubUo Service 
wlsconsin Power & Ugh! 
S E W  Energy Gas 
interstate Power and Ught 
Public S e h  of Colorado 
cithens Utilities 
Peoples Nahnal Gas 
No~thwest Nahrral Gas 
Arkansas Western Gas 
Avista Gorp 
AmerenClLCO 
AmerenCfPS 
AmerenUE 
North Carollna Natural Gas 
Boston- 
Washington Gas 
Washington Gas 

Washington Gas 
Wlsconstn Power & UgM 

'Wlsconsfs, PuMc Senrfce 
Maw Oeo and flactric 
PubUo Sewice of New Mexico 
City Gas CO. of Ftodda 
Southwest G8S 
Interstate Power and Llght 
TXU-Gsp 
Southern Indiana Gas B Electric 
South Jersey Gas 
Centerpolnt E n o r g y m  
Southwest Gas, Southem Division 
Southern Gas, Northern DMsion 
A W c O r p  
Missovd Gas Energy 

wm8W P W r  & &ht 

Average 

Average of Litlg8led cases 

&&WStG 8s CMwfation 
AuIholirad Return on Common Equily and 

Common Eguity R a k  for Gas DkMbufion Companies 
for tho Year 2003 throwh S ec4ernbe.r 2004 

Date 

01/06/03 
02/28/03 
03/07/03 
03/12/04 
Oj120/03 
o4/03/03 
oy02nn 
WlY03 
06126/(33 
07/01/03 
07128103 
w221orJ 
09/11/03 
119125/03 
lOI17103 
1(3/22(03 
101p103 
1 of3ofM 
10131H13 
1Ol31/03 
Ill10103 
12IOW03 
12/18103 
121191(M 
12/1#03 

l/l3nw)4 
1/13l2004 
Y!nolM 

3/16/2004 
4NMo4 

Y25/2004 
613o/2004 
7/812004 

7/22/2004 
812612004 
BnS12004 
91BIMo4 

9/21/2004 

Jurlsdidion 

FL 
WI 
NY 
N1 
WI 
WI 
MI 
IA 
co 
Az 
MN 
OR 
AR 
OR 
IL 
IL 
IL 
Nc 

'MA 
MD 
Dc 
DE 
VA 
WI 
WI 
WI 
NM 
R 
CA 
MN 
Tx 
IN 
NJ 
LA 
Nv 
NV 
ID 
MO 

AuthorLed Return on 
Common Equity 

1125 %(I) 
12 30 
986 

11 40 
12 00 
1200 
1140 (1) 
11 05 
1100 (1) 
1l.ao (1) 
11.71 (1) 
1020 (1) 
990 (*) 

1025 (1) 
1054 
10 71 
I O  46 
11.00 (1) 
10.20 
10.75 
la60 
1050 (1) 
1050 
12 00 
12.w 
12 00 
1025 (1) 
11 25 
1a.m 
11 00 
10 00 
1050 (1) 
10 00 
1025 
1050 
1 0 3  
10 40 
10 50 

10.86 % - 
10.91 % - 

Aulhorhed Common 
Equily W o  

50.92 W(2) 
55.42 
41.40 

55.00 
51 72 

- -  

- -  
4784 (3) 
51 40 

48 99 
4950 
s 2 0  cr) 
4825 
48 54 
4444 
5270 
51 14 
5000 
51.49 
50.30 
45.87 
50.98 
60 27 
5600 
5s 91 
47 77 
36-77 (2) 
42 00 
47.15 
4980 
4400 m 
46 00 
45 80 
40 00 
40.00 
42.59 
28.99 

- -  

47.60 % - 
47.68 % - 

Notes: (1) Order followed stipulation or setllemenl by the parties. Decision pa~ikdsn 
not necessarily precadentdng or specifically adopted by the regulatory 
body. 

Capital sttuckire includes cost-free Hems or tsx credlt balances et the overall 
0 lateofreturn 

(3) Double leveraged capHal sbuchm used 
Source of Inbnatlon: M8]or Rate Case Dackbns - January - December 2003, Regulatoty Research 

Assodates. January 22,2004 
Major Rate Case OaCfsiOns - January -September 2004. Regulatory Research 
Associa(es, October 6,2004 
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Southwest Gas Corporation 
Docket No. G-0 155 1A-04-0876 

BEFORE THE ARIZONA CORPORATION COMMISSION 

Prepared Rebuttal Testimony 
of 

FRANK J. HANLEY 

I. PURPOSE 

Please state your name, occupation and business address. 

My name is Frank J. Hanley and I am President of AUS Consultants - Utility 

Services. My business address is 155 Gaither Drive, P.O. Box 1050, Moorestown, 

New Jersey 08057. 

Are you the same Frank J. Hanley who previously submitted direct testimony in 

this proceeding? 

Yes, I am. 

What is the purpose of this testimony? 

The purpose of this testimony is to rebut certain aspects of the direct testimonies of 

Arizona Corporation Commission (ACC) Staff Witness Stephen G. Hill and 

Residential Utility Consumer Office (FWCO) Witness William A. Rigsby concerning 

their recommended common equity cost rates for Southwest Gas Corporation 

(Southwest or the Company). In addition, I respond to the critique of my direct 

testimony by Mr. Hill. 

Have you prepared exhibits in support of this testimony? 

Yes. They have been denoted as Exhibits - (FJH-16) through (FJH-28). 

1 
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Q.5 

AS 

11. SUMMARY 

Please briefly summarize your rebuttal testimony. 

My testimony will show that Mr. Hill’s primary reliance on the Discounted Cash 

Flow (DCF) model, is contrary to the financial literature which supports the use of 

multiple cost of common equity models and results in an understatement of the cost 

of common equity capital. Moreover, the Efficient Market Hypothesis (EMH), upon 

which all of the cost of common equity models, including the DCF model, are 

premised, confirms that investors rely upon multiple models in formulating their 

required rates of return. In addition, a majority of regulatory commissions rely upon 

more than one method to determine common equity cost rate for ratemaking 

purposes. In fact, certain commissions have explicitly recognized the problems 

associated with the use of the DCF model and sole reliance thereon. Also, I will 

demonstrate why the assumption by Messrs. Hill and Rigsby of a direct relationship 

between market-to-book ratios and return on book common equity is unfounded and 

results in an understatement of the cost of common equity capital derived fkom his 

Modified Eamings-Price Ratio Analysis (MEPR) and Market-to-Book Ratio Analysis 

(MTB). I will also discuss the problems associated with Messrs. Hill and Rigsby’s 

applications of the Capital Asset Pricing Model (CAPM). In addition, I explain why 

the common equity cost rate recommendations of both witnesses (Mr. Hill’s 9.50% 

and Mr. Rigsby’s 10.15%) are understated because, in the case of Mr. Hill, it is based 

predominantly upon the DCF model, and Mr. Rigsby’s recommendation upon a 

flawed application of the CAPM. Although Mr. Rigsby’s recommended common 
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equity cost rate is understated for the reasons discussed =a, it is much more realistic 

than Mr. Hill's, as is his recommended hypothetical capital structure which includes a 

42% common equity ratio. I will point out that much of the information relied upon 

by Mr. Hill has been superseded by new information. Finally, I will respond to 

comments made by Mr. Hill about my direct testimony and show why they are 

incorrect. 

111. COMMON EQUITY COST RATE 

A. Mr. Hill's Sole Reliance on the DCF Model as a Primary Methodology 

Is it clear from his testimony that Mr. Hill placed primary reliance on the DCF 

model and that his use of other analyses was corroborative? 

Yes. At page 37, line 2 through 4 of his testimony, Mr. Hill refers to his DCF result 

as "...my primary indication of the cost of equity capital ..." and as to his MEPR, 

MTB and CAPM results as "corroborative analyses". 

Please summarize why you believe that either primary or exclusive reliance on 

the DCF model is incorrect. 

The goal of a rate of return expert should be to emulate investors' actions in 

formulating their required rates of return rate on common equity capital. The DCF 

model, as are other market-based models, is predicated upon the EMH. In its 

generally-accepted semi-strong version, the EMH states that investors are aware of all 

publicly-available information and that such knowledge is embedded in the market 

prices they pay. The financial literature is replete with discussions of all of the cost of 

common equity models, e.g., the DCF model, the Risk Premium Model (JWM), 

CAPM, and Comparable Earnings (CEM) models. Also, many state regulatory 

I 3 



1 commissions rely upon no single method but consider a number of methods. 

Moreover, there is no empirical evidence of which I am aware which demonstrates 2 

3 that the DCF model is a superior predictor of actual earned returns experienced by 

investors vis-i-vis other cost of common equity models. 4 

5 Q.8 Did you provide examples from the financial literature which support and 

encourage the use of multiple cost of common equity models in arriving at a 6 

7 recommendation of common equity cost rate? 

8 A.8 Yes. I provided such examples in my direct testimony at page 22, line 13 through 

page 24, line 23. In their textbooks, Professors Brigham, Morin, Myers and Phillips 9 

all acknowledge the existence and encourage the use of multiple cost of common 10 

11 equity models. Thus it is clear that investors are aware of all the cost of common 

equity models and take them all into account in formulating their required rates of 1’) 
1L 

13 return consistent with the EMH. 

14 Q.9 Can you cite some examples from regulatory decisions which recognize problems 

associated with undue reliance upon the DCF model? 

Yes. For example, the Pennsylvania Public Utility Commission in an Opinion and 

Order in R-00973947 concerning United Water Pennsylvania, dated January 29,1998 

15 

16 A.9 

17 

18 stated: 

However, we have ... recognized that the sole use of the DCF 
method can result in an understatement of the common equity 
cost rates ... We recognize that it is within ourpurview to exercise 
our informed judgment and to consider the risks as evidenced by 
the Company’s CAPM and RP analyses (p. 54 of Order) (italics 
added for emphasis) 

19 
20 
21 
22 
23 
24 
25 

4 



Also, the Iowa Utilities Board specified problems associated with reliance on the DCF 
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model in re U.S. West Communications, Inc. in its Order dated June 17, 1994. 152 

PUR 4th, p. 459 when it stated: 

While the Board has relied in the past on the DCF model, in 
Iowa Electric Light and Power Company, Docket No. WU-89- 
9, “Final Decision and Order” (October 25, 1990), the Board 
stated: “JTlhe DCF model may understate the return on equity in 
some circumstances. This is particularlv true when the market is 
relatively volatile and the company in question has a market-to- 
book ratio in excess of one.” Those conditions exist in ths  case 
and the Board will not rely on the DCF return ... The DCF 
approach underestimates the cost of equitv needed to assure 
catital attraction during; this time of market uncertainty and 
volatility. The Board will, therefore, give preference to the risk 
premium approach. (underlining added for emphasis) 

Finally, the Regulatory Commission of Alaska (RCA) found it reasonable for 

investors to rely upon a variety of traditional cost of common equity models in Order 

Nos. 151 and 110 dated November 27,2002 in Docket Nos. P-97-4 and P-97-7 re: 

Trans Alaska Pipeline System and Tesoro Alaska Petroleum Company when it stated 

at pages 144-145: 

We find Tesoro’s expert witness to be the most credible. We base our rate of 
retum findings primarily upon Tesoro’s witnesses’ recommendation. Tesoro 
sponsors multiple methods because it believes investors rely on the widest 

We agree with Tesoro that possible information available. 
investors are aware of all the various traditional cost of common equity models 
discussed in financial literature. Absent good reason for believing that investors 
weight the results of one method more heavily than another in their assessment 
of an appropriate rate of return, it is reasonable to hold that investors ascribe 
weight to them all. We note that the APUC has relied on a variety of methods 

601 (footnote omitted) 

when those methods were reliable given the specific facts at hand. 602( footnote 

omitted) 
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A.11 

How is the semi-strong form of the EMH, which you mentioned supra, defined 

in the financial literature? 

Brigham states:' "The semi-strong form of the EMH states that current market prices 

reflect all publicly-available information." 

The EMH (upon which the DCF and all other market-based models are 

predicated) and the financial literature, along with common sense, confirm that 

investors rely upon all cost of equity models when establishing their required rates of 

return. Therefore, analysts and regulators should avoid placing exclusive or primary 

reliance upon a single cost of equity model. 

In addition to the reasons provided supra as to why investors consider all of the 

cost of equity models, is there a problem associated with the application of a 

common equity cost rate derived from the DCF model to the book value of 

common equity? 

Yes. I explain the problems associated with the applicability of a market-based 

common equity cost rate to a book value rate base (the common equity financed 

portion of an original cost rate base.) in my direct testimony, page 27, line 13 through 

page 28, line 13. 

The evidence shown in Exhibit - (FJH-6), demonstrates the inadequacy of a DCF- 

derived return rate applied to book value when the market value exceeds book value. 

In addition, the financial literature makes it clear;! that there is no direct relationship 

between market values and book values. 

Eugene F. Brigham, Fundamentals of Financial Management, Fifth Edition, The Dryden Press, 
1989, p. 225. 
See quotes from Phillips and Bonbright at page 26, lines 3 through 23 of Mr. Hanley's Direct 
Testimony. 
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B. Mr. Hill’s Incorrect Presumption of a Direct Relationship Between Market-to-Book 
Ratios and Returns on Book Equity 

Q.12 Mr. Hill, at page 16, line 18 of his testimony states, “...utility returns are allowed 

and earned on book value.” And, at lines 20-21, he states: “...utility investors 

are aware of that fact” Mr. Hill states further, on page 17, at lines 18 through 

21, that “Therefore, the market-to-book / expected return relationship that 

actually exists today in the market for gas utility stocks indicates that investors 

expect those companies will earn a return on the book value of their equity 

(ROE) which exceeds the cost of equity capital.” Please comment. 

A.12 On page 4 of his testimony in the Company’s last rate case, Docket No. G-01551A- 

00-0309, at lines 11 through 15, Mr. Hill stated: “The Supreme Court of the United 

States has established . . . that investors in such firms are to be given the opportunity to 

earn returns . . . comparable to returns investors would expect in the unregulated sector 

for assuming the same degree of risk” (italics added for emphasis). 

In the competitive, unregulated sector (and the natural gas industry is 

becoming increasingly competitive), there is no evidence of any direct relationship 

between market-to-book ratios and the rates of earnings on book common equity. 

This is clear based upon observation of the market-to-book ratios and the rates of 

earnings on book common equity for the S&P Industrial Index and its Global Industry 

Classification Standard successor, the S&P 500 Composite Index, over a long period 

of time. On Exhibit - (FJH-16), I have shown the market-to-book ratios, rates of 

earnings on book equity (earningshook ratios), annual inflation rates, and 

earningshook ratios net of the annual rates of inflation for each year from 1947 
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through 2004. In only one year of the 58 years did the S&P Industrial Index have a 

market-to-book ratio of 1 .OO and that was in 1949, when the rate of earnings on book 

equity was 16.3% and the real rate of earnings on book equity, adjusted for deflation, 

was 18.1% (16.3% + 1.8%). In contrast, in 1961 the S&P Industrial Index had a 

market-to-book ratio of 2.01 times while experiencing a rate of earnings on book 

equity of 9.8% and a real rate of earnings on book equity, adjusted for inflation, of 

only 9.1% (9.8% - 0.7%). In 2004, the preliminary average market-to-book ratio of 

the S&P 500 Composite Index was 3.05 times while the average rate of earnings on 

book equity was 16.1% and 12.8% (16.1% - 3.3%), net ofinflation. 

The information shown on Exhibit - (FJH-16) clearly demonstrates that 

competitive unregulated companies’ common stocks, on average, have never sold 

below book value during the past 58 years and have sold their book value only 

once, in 1949. In all of the other 57 years, their common stocks have sold at varying 

premiums above their book values. These data also show that there is no relationship 

between ROE (either the nominal or the real earnings rate) and the market-to-book 

ratio. It is illogical to conclude that investors would pay 2.56 times book value to 

earn an ROE net of inflation of 13.8% in 1989, yet would pay 2.77 times book value 

to earn a rate, net of inflation , of only 7.7% in 1991. Hence, it is obvious that there 

exists no direct relationship between the rates of earnings on book equity (either 

nominal or real) and market-to-book ratios. 

Because of the 58 years in the period, it cannot validly be argued that the 

expected trend would be different because the prices paid by investors and hence the 

market-to-book ratios best relate to future years. The foregoing data and all of the 
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data shown on Exhibit @ J H - 1 6 )  demonstrate that there is no basis to suggest that 

market-to-book ratios greater than 1 .O indicate excessive returns because the 

competitive companies, for which regulation is a substitute, have consistently had 

market-to-book ratios greater than 1.0. n e  data confzrin that it is a distortion of 

reality to suggest that regulation is a substitute for the unregulated competitive sector 

on the one hand while on the other hand suggesting that there is a direct relationship 

between market-to-book ratios and the rates of earnings on book common equity 

when no such relationship exits. This is especially true because, under the EMH, 

investors would be aware of these available data as well as the works of respected 

authors on utility rate regulation such as Bonbrinht3 who states that market prices are 

beyond the control of rate regulation and Phillips4 who notes that many believe that 

market-to-book ratios of utilities should be essentially equivalent with those of 

unregulated companies. 

In view of the foregoing, Mr. Hill’s presumption of a direct relationship 

between market-to-book ratios and rates of return on book equity is erroneous and 

leads to fatal conclusions of judgment. 

C. Inappropriate Reliance upon Sustainable Growth in the DCF Model bv Messrs. Hill 
and Rigsbv 

4.13 At pages 30 through 34 of his testimony, supplemented by his Appendix B, Mr. 

Hill attempts to make the case for substantial weight to be given to long-run 

expected growth in the DCF model, Le., sustainable growth reflected in the 

Id. 
Id. 
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4 
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2 

equation g = br + vs. In addition, Mr. Rigsby makes the exact same arguments 

on pages 8 through 14 of his testimony. Please comment. 

3 A.13 Both Mr. Hill and Mr. Rigsby place undue emphasis on sustainable growth and other 

4 factors such as growth in book value per share and dividends per share. 

5 Myron Gordon, a source cited by Mr. Hill for authority, who first introduced 

6 the DCF model adapted for utility ratemaking, came to recognize long after his book 

7 was published in 1974, that the growth component of his original “Gordon Model” 

8 had a serious limitation. In fact, Mr. Hill pays lip service to Dr. Gordon’s subsequent 

9 recognition of this limitation when he states on page ii of Appendix B that “Professor 

10 Gordon’s research also indicates that analysts’ growth rate projections are useful in 

11 estimating investors’ expected sustainable growth.” (italics added for emphasis) 

12 

13 

However, in a presentation on March 27,1990 (some 16 years after the publication of 

his 1974 book), before the Institute for Quantitative Research In Finance, Palm 

14 Beach, Florida, entitled, “The Pricing of Common Stocks”, Dr. Gordon stated that 

15 analysts’ growth rate projections were more than useful, they are, in his opinion, 

16 superior: 

17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 

The most serious limitation of the Gordon Model is the assumption that the 
dividend expectation can be represented with just two parameters, D and br 
. . . We have seen that earnings and growth estimates by security analysts were 
found by Malkiel and Cragg to be superior to data obtained fiom financial 
statements for the explanation of variation in price among common stocks. 
That is, better estimates are obtained for the coefficient of the various 
explanatory variables. . . .estimates by security analysts availableji-om sources 
such as IBES are far superior to the data available to Malkiel and Cragg. 
Secondly, the estimates by security analysts must be superior to the estimates 
derived solely fromfinancial statements. (italics added for emphasis) 
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Moreover, in view of the increasingly competitive nature of the gas 

distribution industry, analysts’ forecasts of earnings growth today have far greater 

relevance to investors than even Dr. Gordon could have imagined in 1990. 

Q.14 If Messrs. Hill and Rigsby had relied upon forecasted growth in earnings per 

share, what would their resultant DCF cost rates have been? 

The average dividend yield for Mr. Hill’s proxy group of eleven gas distribution 

companies is 4.08% as shown on Schedule 5 of Exhibit - (SGH-1). Mr. Hill used 

two sources of growth, namely Value Line and First Call as shown on Schedule 4, 

page 2 of Exhibit - (SGH-1). The average projected growth rates in EPS for the 

proxy group are 6.23% for Value Line and 4.98% for Zack’s. The average growth 

rate of the two sources is 5.61%. Thus, a more correct indicator of a DCF common 

equity cost rate for Mr. Hill’s proxy group of eleven LDCs is 9.69% as follows: 

A.14 

Average Dividend Yield 4.08% 

Growth Rate - 5.61 

9.69% 

Keeping in mind that Mr. Hill set his range of common equity cost rate “SO that the 

DCF result is near the middle of a reasonable range” (page 37, line 10 of Mr. Hill’s 

testimony), a DCF cost rate of 9.69%, rounded to 9.70%, would be the midpoint of a 

range of common equity cost rate of approximately 9.45% - 9.95%.5 Also keeping in 

mind that Mr. Hill’s recommended common equity cost rate was at the upper end of 

The range of 9.50% to 10.00% is based upon adding I subtracting 25 basis points to the DCF result 
of 9.69% rounded to 9.75%. Note that Mr. Hill’s range was approximately 25 basis points above I 
below his DCF result of 9.20%, rounded to 9.25%. 
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his range due to the greater financial risk of Southwest, using average projected 

growth rates in EPS would result in a 9.95% common equity cost rate. However, 

even this 9.95% DCF cost rate understates the cost rate to Southwest because it is 

derived fkom larger and less risky LDCs as measured by bond ratings and Standard & 

Poor’s (S&P) business profiles shown on Exhibit-(FJH-1 l), Sheet 2 of 9. 

Likewise, the average dividend yield for Mr. Rigsby’s proxy group of ten gas 

distribution companies is 4.15% as shown on Schedule WAR-3. Mr. Rigsby also 

used two sources of projected EPS growth, namely Value Line and Zacks, as shown 

on Schedule WAR-6. The average projected growth rates in EPS are 4.80% for 

Value Line and 5.87% for Zacks. The average growth rate of the two sources is 

5.34%. Thus, a much better indicator of a DCF common equity cost rate for Mr. 

Rigsby’s proxy group of ten LDCs is 9.49% as follows: 

Average Dividend Yield 4.15% 

Growth Rate - 5.34 

9.49% 

Once again, even this 9.49% DCF cost rate (which is 58 basis points greater than his 

8.91%) understates the cost rate to Southwest because it is derived fkom larger and 

less risky LDCs. 

Q.15 Do you have any additional comments regarding the sustainable growth, i.e., BR 

+ SV, calculations made by Messrs. Hill and Rigsby? 

Yes. Both Mr. Hill and Mr. Rigsby use an average of a recent market-to-book 

ratio and one (1.0) in calculating the external growth portion of BR + SV growth. 

A.15 

12 
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Mr. Hill justifies such an average by stating on page 33 of his testimony at lines 7 

through 9 that “it is reasonable to assume that the market pricehook value ratio L 

would have a tendency toward unity in order to mitigate the impact of over-earning 3 

4 on the projected external growth rate.” And at lines 15 through 17 on page 33, 

“Therefore, a reasonable estimate of investors’ expectations for utility pricehook 5 

ratios is that it will range between current levels and 1.0. I have used the average 6 

7 as an estimate of investors expectations for the future.’’ In a similar vein, Mr. 

Rigsby states on page 15, lines 17 through 23 that “In theory, the market price of a 8 

utility’s common stock will tend to move toward book value, or a market-to-book 9 

10 ratios of 1.0, if regulators allow a rate of return that is equal to the cost of capital 

(one of the desired effects of regulation). As a result of this situation, I used [( M + 11 

B) + 11 + 2 as opposed to the current market-to-book ratio by itself to represent 12 

e 13 investor’s [sic] expectations that, in the future, a given utility will achieve a 

market-to-book ratio of 1 .O.” Underlying these statements by Messrs. Hill and 14 

Rigsby is the presumption of a direct relationship between market-to-book ratios 15 

16 and returns on book common equity which, as discussed supra, is erroneous and 

can lead to fatal conclusions of judgment. Moreover, as noted on page 26 of my 

direct testimony, Charles F. , Phillips6 states: 

17 

18 

Many question the assumption that market price should equal book 
value, believing that ‘the earnings of utilities should be suflciently 
high to achieve market-to-book ratios which are consistent with 
those prevailing for stocb of unregulated companies.’ (italics 
added) 

19 
20 
21 
22 
23 
24 
25  

6 Charles F. Phillips, Jr., The Regulation of Public Utilities - Theorv and Practice, 1993, Public Utility Reports, Inc., 

13 

Arlington, VA, p. 395. 
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In addition, Bonbrigh? states: 

In the first place, commissions cannot forecast, except within wide 
limits, the effect their rate orders will have on the market prices of 
the stocks of the companies they regulate. In the second place, 
whatever the initial market prices may be, they are sure to change 
not only with the changingprospects for earnings, but with the 
changing outlook of an inherently volatile stock market. In short, 
market prices are beyond the control, though not beyond the 
influence of rate regulation. (italics added) 

Hence, there is no valid empirically supported reason to use an average of a 

current market-to-book ratio and one (1 .O) in the calculation of the external growth 

component of sustainable growth. Doing so results in the understatement of both the 

growth component in the DCF and the DCF cost rate itself of 0.33% for Mi. Hill and 

0.42% for Mr. Rigsby as shown on Sheets1 and 2 of Exhibit-(FJH-17) and 

Exhibit-(FJH- 1 8), respectively. Had Mr. Hill properly calculated sustainable 

growth his DCF result would have been 9.53% in contrast to his actual results of 

9.20%. And, his range of DCF common equity cost rate would have been 

approximately 9.25% - 9.75%, instead of 9.00% - 9.50%. Likewise, had Mi. Rigsby 

properly calculated sustainable growth his DCF result would have been 9.33% in 

contrast to his actual results of 8.91%. Even these DCF cost rates, i.e., 9.53% and 

9.33%, understate the cost rate to Southwest because they are derived fi-om larger, 

less risky LDCs even though based upon a proxy for growth which Dr. Myron 

Gordon acknowledged, years after his book was published, was not equal to the 

superior proxy of analysts’ forecasts. 

7 James C. Bonbright, Albert L. Danielsen and David R. Kamerschen, Princioles of Public Utilitv Rates, 1998, Public Utilities 
Reports, Inc., Arlington, VA, p. 334. 
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D. Messrs. Hill and Rigsbv’s Capital Asset Pricing Analysis 

4.16 Please comment on Mr. Hill’s statement regarding the CAPM at Appendix D, 

page ii: “Its use in rate of return analysis to estimate multi-period return 

expectations for one stock or one type of stock, rather than a diversified portfolio 

of stocks, takes the model out of the context for which it was intended.’’ 

As a practical matter, about 52% - 53% of the common shares of my proxy groups of 

gas distribution companies are owned by individuals as can be determined by 

reference to Exhibit - (FJH-9). Because of the huge growth of investments in mutual 

fimds attributable to individual investors via Individual Retirement Accounts and 

401(k) investments, any concern about the need to diversify investments under 

CAPM theory is obviated. Even the smallest of individual investors, in terms of 

dollar amount of equity investment, can easily obtain a diversified portfolio by 

investing in many of the numerous no-load mutual funds which are available. Mr. 

Hill’s concern about the applicability of the CAPM is without merit. 

4.17 At pages ii and iii of Appendix D of Mr. Hill’s testimony, he expresses concern 

over the validity of beta and cites an unnamed study by the Center for Research 

in Security Prices at the University of Chicago Graduate School of Business. 

Please comment. 

I can make no comment regardmg an unnamed study. However, In Appendix D to 

his testimony in the Company’s last rate case, Docket No. G-01551A-00-0309, Mr. 

Hill also expressed concern over the validity of beta and cited an article by Eugene 

Fama and Kenneth French, “The Cross-section of Expected Stock Returns”, 

Journal of Finance, June 1992. This may indeed be the “unnamed study” as it was 

A. 16 

A.17 

15 



1 ~0 originally a Working Paper of the Graduate School of Business at the University of 

2 Chicago and on page 53 of his testimony in this proceeding at lines 21 through 23, 

I 3 Mr. Hill notes that in Appendix D, “recent evidence presented by prominent 

economists cited as authority by Mr. Hanley (Eugene Fama), shows that over the past 4 

5 thirty years beta has not been a good indicator of relative risk.” In the Journal of 

6 Portfolio Management publication, Fall 1993, Fischer Black published a response to 

7 Fama and French’s findings. It was entitled, Beta and Return, “Announcements of 

8 the ‘Death’ of Beta Seem Premature”. This article was published at pages 8 through 

9 18 of that issue. Fischer Black is Black of the famous Sharpe, Lintner, Black SLB 

Model, which Fama and French refer to often in their article. Regarding the Fama 10 

11 and French article, Black states, 

Fama and French claim to find evidence against this model. They say that 
their results ‘seem to contradict’ the evidence that the slope of the line relating 
expected return and beta is positive. 14 

15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 

This is a misstatement, in my view. Even in the period they choose to 
highlight, they cannot rule out the hypothesis that the slope of the line is 
positive. Their results for beta and average return are perfectly consistent 
with the SLB Model. 

Moreover, if the line is really flat, that implies dramatic investment 
opportunity for those who use beta. A person who normally holds both stocks 
and bond or stocks and cash can shift to a portfolio of similar total risk but 
higher expected return by emphasizing low-beta stocks. 

Beta is a valuable investment tool ifthe line is as steep as the CApMpredicts. 
It is even more valuable ifthe line is flat. No matter how steep the line is, beta 
is alive and well. (italics added for emphasis) (page 9) 

30 Concluding his response to Fama and French, Black states: 

31 Announcements of the Death of beta seem premature. n e  evidence that 
prompts such statements implies more uses for beta than ever. Rational 
investors, who can borrow freely, whether individuals or firms, should 

16 



1 
0 2  3 

continue to use the CAPM and beta to value investments and to choose 
portfolio strategu. (italics added for emphasis) (page 17) 

4 

5 

Q.18 Does Dr. Myron Gordon believe that beta is useful? 

A.18 Yes. Dr. Gordon, cited by Mr. Hill as an authority, spoke on May 8, 1998 before the 

6 

7 

30' Financial Forum of the Society of Utility and Regulatory Financial Analysts 

(SURFA) in Baltimore, Maryland, and stated: 

8 
9 

10 

11 

Beta is a good, measurable form of risk; everybody on the street uses it more 
or less. (italics added for emphasis) 

Moreover, under the EMH, which neither Mr. Hill nor Mr. Rigsby has 

12 questioned in the current proceeding, investors are aware of the fact that the financial 

13 literature encourages the use of multiple cost of common equity methods. 

14 

15 merit. 

Consequently, Mr. Hill's concerns about the usefulness of the CAPM are without 

16 

17 

Q.19 Please comment on Mr. Hill's comments in Appendix D, page ii regarding the 

fundamental applicability of the CAPM and the veracity of beta. 

18 

19 

20 

21 

22 

23 

A.19 I believe this statement to be no more true than with regard to the DCF model. It is 

simply another reason why one should not rely exclusively upon the DCF model (or 

any other model) as "the primary method" in arriving at a recommended common 

equity cost rate. The DCF model itself is subject to wide error. 

In fact, a Chapter &om a text previously relied upon by Mr. Hill, in Docket 

No. G-01151A-00-0309, Southwest's last rate case, the authors Copeland, Koller and 

24 Murrin state regarding estimating the opportunity cost of equity capital8: 

Copeland, T., Koller, T. and Murrin, J., Valuation, Measuring and Managing the Value of 
ComDanies, 2nd Ed., Wiley & Sons, New York, 1995, 1996, p. 265. 
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To estimate the opportunity cost of equity capital, we currently recommend 
using the capital asset pricing model (CAPM) or the arbitrage pricing model 
(APM). Both approaches have problems associated with their application. 
For example, they are subject to measurement problems. But they are 
theoretically correct; they are risk-adjusted and account for expected 
inflation. In contrast, many other approaches to computing the cost of equity 
are conceptually flawed. For example, the dividend yield model, the 
earnings-to-price ratio model, and the dividend yield model with a growth 
term (sometimes called the Gordon growth model) give incorrect results. 
(italics added for emphasis) 

4.20 In Appendix D to his testimony, Mr. Hill notes his use of both the arithmetic and 

geometric mean market risk premiums. And on page 25 of his testimony, lines 

17-19, Mr. Rigsby states that he also “used both a geometric and an arithmetic 

mean of the historical returns. . . as the proxy for the market rate of return.” 

Are Messrs. Hill and Rigsby correct in using the geometric mean for estimating 

the cost of capital? 

A.20 No. Investors are constantly buying and selling stocks. Potential investors require 

insight into the degree of risk they will experience before they can determine whether 

to purchase common stock of a firm and the price they are willing to pay. Such 

insight is critical because the degree of the risk mandates the rate of return required in 

accordance with the basic financial precept of risk and return, i.e., greater risk means 

a greater rate of return is required and vice versa. 

The financial literature is quite clear that business risk is measured by the 

variability of expected pretax returns, i.e., the probability distribution of returns (for 

example, see Eugene F. Brigham, Fundamentals of Financial Management, Fifth 

Edition, The Dryden Press, 1989, p. 639). Ibbotson Associates explains in detail in 

pages 73-81, fiom its Stocks, Bonds, Bills and Inflation: Valuation Edition 2005 

Yearbook provided as Exhibit __ (FJH-19) which consists of ten sheets. Sheets 4 
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through 6 explain why the arithmetic mean is the only correct mean to use when 

estimating the cost of capital. 

Weston & Brigham'sg definition of the riskiness of an asset is standard in 

financial textbooks. It is: 

The riskiness of an asset is defined in terms of the likely variability of future 
returnsfrom the asset. (italics added) 

Morin'' states: 

The geometric mean answers the question of what constant return an investor 
would have to achieve in each year to have his or her investment growth 
match the return achieved by the stock market. The arithmetic mean answers 
the question of what growth rate is the best estimate of thefuture amount of 
money that will be produced by continually reinvesting in the stock market. 
(italics added for emphasis) 

Finally, Jeremy J. Siegel, cited by Mr. Hill for authority, defines risk as follows": 

A common measure of risk is the standard deviation of yearly returns. (italics 
in original, underlining added for emphasis) 

And, in a note at the bottom of Table 1-1 on page 11 of Stocks for the Long-Run, 

Siegel notes that: "Risk = standard deviation of arithmetic returns." (italics added 

for emphasis). 

Investors formulate their expectations by taking into account the likely 

variabilitv of expected fbture returns. The only way investors can gain insight into 

relative riskiness is to analyze expected fbture variability. This is done by the use of 

J. Fred Weston and Eugene F. Brigham, Essentials of Managerial Finance, 31d Edition, The Dryden 
Press, 1974, page 272. 
Roger A. Morin, Rewlatorv Finance - Utilities' Cost of Capital, Public Utilities Reports, Inc., 
Arlington VA, 1994, p. 276. 
Jeremy J. Siegel, Stocks for the Long Run - A wide to Selecting: Markets for Long:-Term Growth, 
Irwin, 1994, p. 40. 
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the arithmetic mean of a distribution of historical returns. Only the arithmetic mean 

takes into account all of the returns, thereby providing meaninghl insight into the 

variance and standard deviation of those returns. In other words, only the arithmetic 

mean takes into account all of the returns which are part of a probability distribution 

of likely expected fhture returns. Shown graphically on Exhibit - (FJH-20), Sheet 1, 

are all of the returns on large company stocks for each and every year 1926 through 

2004. As can be seen, this results in a normal distribution. The mean of that 

probability distribution is that which takes into account the returns for all of the years. 

The use of a very long historical time period is appropriate to gain insight into a very 

long future period as explained by Ibbotson Associates (see Sheets 7 through 10 of 

Exhibit - (FJH-19). On Sheet 2 of Exhibit-(FJH-20), I have shown the returns 

and how they vary by year chronologically fiom 1926-2004. It is easily noted that 

there is considerable variability. The geometric mean, or the compound return, only 

takes into account the first and last year (those enclosed in boxes on Sheet 1) and 

reduces the return to a constant. Such a constant (geometric) growth rate provides no 

insight into the potential for future variabilitv because it ignores all of the intervening 

years’ returns. When estimating the cost of capital, i.e., the returns expected for the 

fuhue, only the arithmetic mean of the historic returns (as shown on Sheets 1 and 2 

of Exhibit-FW-20) provides insight into the potential for variability because it 

takes 4 of the past performance (observations) into account. Absent such insight as 

provided by the arithmetic mean, there can be no meaningfbl evaluation of the likely 

variability of future returns and hence business risk. 
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In view of the foregoing, it should be clear that Messrs. Hill’s and Rigsby’s 

use of both the arithmetic and geometric mean returns results in an “averaging down’’, 

thereby resulting in understated CAPM cost rates used by Mr. Hill to verify his 

understated DCF cost rate and by Mr. Rigsby to establish a range of common equity 

cost rate recommendation. Moreover, by failing to also utilize the ECAPM for the 

reasons explained in my direct testimony beginning at page 43, line 15 through page 

44, line16 and as discussed infra, Messrs. Hill’s and Rigsby’s CAPM cost rates are 

even more understated. 

4.21 Both Mr. Hill and Mr. Rigsby use the yield on 3-month U.S. Treasury Bills as 

the risk-free rate in their CAPM analyses. Are they correct? 

No. Mr. Hill relies upon information contained in the Ibbotson Associates’ 2004 A.21 

Yearbook for estimating his equity risk premium for use in the CAPM, while Mr. 

Rigsby relies upon information fiom the 2005 Yearbook. However, both have 

ignored Ibbotson Associates’ recommendation that the yield on long-term Treasury 

Bonds is the proper risk-fiee rate to utilize in the CAPM. Sheet 2 of E h b i t  

-(FJH-21) is a copy of page 57 of Stocks, Bonds, Bills and Inflation - Valuation 

Edition - 2005 Yearbook with identical language to that in the 2004 Yearbook. Note 

that Ibbotson Associates state: 

The horizon of the chosen Treasury security should match the horizon of 
whatever is being valued. when valuing a business that is being treated as a 
going concern, the appropriate Treasury yield should be that of a long-term 
Treasury bond. (italics added for emphasis) 

The DCF model upon which Mr. Hill ‘‘primarily” relies and which Mr. 

Rigsby also utilizes, implicitly contains an infinite investment horizon. Southwest is 

21 



1 a going concern. Thus, it is clear that only the use of a long-term Treasury Bond 

2 yield is appropriate for use in the instant matter as a proxy for the risk-fiee rate in the 

3 application of the CAPM. 

4 In addition, Messrs. Hill and Rigsby incorrectly used a recent average yield on 

5 3-month U. S. Treasury Bonds. Both ratemaking and the cost of capital are 

6 prospective. Therefore, it is incumbent upon a rate of return analyst to utilize 

7 forecasted yields on long-term U.S. Treasury Bonds as the risk-free rate in a CAPM 

8 calculation. 

9 In view of the foregoing, it is clear that the use of anything other than the 

10 yield on a long-term U.S. Treasury Bond is inappropriate for use as a proxy for the 

11 

12 

13 

risk-fiee rate in the CAPM for a going concern gas distribution utility such as 

Southwest. Messrs. Hill and Rigsby’s use of the yield on short-term 3-month U.S. 

Treasury Bills as the risk-fiee rate is inappropriate and results in a further “averaging a 
14 down” of the CAPM cost rate. 

15 4.22 Is Mr. Hill’s use of the long-term average total return on long-term U.S. 

16 Treasury Bonds appropriate? 

17 A.22 No. Ibbotson Associates, upon whom Mr. Hill relies upon as authority for his basic 

18 

19 

data, clearly specifies that the income return is the appropriate one to utilize. This is 

shown on Sheets 2 and 3 of Exhibit -(FJH-19), Le., pages 73 and 74 of Ibbotson 

20 

21 

Associates 2005 Yearbook. Once again, the language is identical to that in the 2004 

Yearbook upon which Mr. Hill relied. Ibbotson Associates State: 

22 
23 
24 e 25 

Another point to keep in mind when calculating the equity risk premium is 
that the income return on the appropriate-horizon Treasury security, rather 
than the total return, is used in the calculation. ...[ T]he income return is 
defined as the portion of the total return that results fiom a periodic cash flow 

22 



or, in this case, the bond coupon payment. ...[Tj‘ he income return is thus used 
in the estimation of the equity risk premium because it represents the truIy 
riskless portion of the return. 2 (footnote omitted) 

5 In view of the foregoing, it will be shown m a  that Mr. Hill’s use of the 

6 return on long-term U.S. Treasury Bonds results in an additional “averaging down” of 

7 the resultant cost rate, exacerbating an already grossly understated CAPM common 

8 equity cost rate. 

9 4.23 Have you recalculated Messrs. Hill’s and Rigsby’s CAPM results appropriately 

10 relying on forecasted yields on long-term U.S. Treasury Bonds as the risk-free 

11 rate, the income return on long-term U.S. Treasury Bonds in calculating the 

12 equity risk premium and the long-term arithmetic mean average equity risk 

13 premium? 

0 14 A.23 Yes. On Exhibit -o;JH-22), I have shown that the traditional CAPM result is 

15 10.48% while the ECAPM result would be 10.96% for Mr. Hill and 10.77% 

16 (traditional CAPM) and 11.15% (ECAPM) for Mr. Rigsby. Messrs. Hill’s and 

17 Rigsby’s use of both the arithmetic and geometric means causes significant 

18 understatement of common equity cost rate because it fails to fully reflect the 

19 

20 

probability distribution of returns which indicates potential volatility and hence risk. 

Likewise, Mr. Hill’s use of recent yields on 3-month US. Treasury Bills and 30-year 

21 U.S. Treasury Bonds and Mr. Rigsby’s exclusive use of a recent yield on 3-month 

22 U.S. Treasury bills, rather than forecasted yields, causes additional significant 

23 understatement of common equity cost rate. The understatement of Mr. Hill’s CAPM 

24 common equity cost rate is further exacerbated by his incorrect use of the total return 

on U.S. Treasury Bonds in calculating the long-term equity risk premium. Thus, Mr. 0 25 

23 



1 e 
2 

3 

4 

5 

6 

7 

8 

9 

10 
11 
12 
13 * l4 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

Hill’s erroneous approach results in significant understatement of common equity 

cost rate, i.e., 1.68% for the traditional CAPM (10.48% - 8.80%) and 2.16% for the 

ECAPM (which he did not employ) (10.96% - 8.80%) while the average 

understatement is 1.92% (( 1.68 + 2.16%)/2). Similarly, Mr. Rigsby’s erroneous 

approach results in significant understatement of common equity cost rate, as well, 

i.e., 1.16% for the traditional CAPM (10.77% - 9.61%) and 1.54% for the ECAPM 

(11.15% - 9.61%) while the average understatement is 1.35% ((1.16% + 1.54%)/2). 

These corrected CAPM cost rates understate the cost rate to Southwest because they 

are derived fTom larger, less risky LDCs. 

E. Mr. Hill’s Modified Earnings-Price (MEPR) Analysis, 
Market-to-Book Ratio (MTB) Analysis and Pretax Interest Coverage 

Q.24 Please comment on Mr. Hill’s Modified Earnings-Price Ratio (MEPR) and 

market-to-book ratio (MTB) analyses discussed at pages v to ix of Appendix D to 

his direct testimony. 

A.24 Those analyses are meaningless because they rely upon a presumed direct 

relationship between earningshook ratios and market-to-book ratios. As I have 

discussed sutxa, in connection with Exhibit - (FJH-16), empirical analysis reveals 

that Mr. Hill’s presumption is incorrect. I know of no regulatory commission that 

relies on the earnings-price ratio methodology. Also, Mr. Hill’s market-to-book 

analysis is distorted because it is based upon a presumption of relationship between 

earningshook ratios (achieved rates of earnings on book common equity) and 

markethook ratios discussed supra. 

In addition, Mr. Hill relies upon the Federal Energy Regulatory Commission’s 

(FERC) generic rate of return, i.e., Benchmark Rate of Return Rule, hearings as 

24 



support for his MEPR analysis, citing 20-year old FERC orders fkom 1985 and 1986. 

2 

3 

4 

5 
6 
7 
8 
9 

10 
11 
12 

13 

However, Mr. Hill fails to note that FERC abolished their Benchmark Rate of Return 

Rule on January 2,1992 (more than 13 years ago) with the issuance of Order No. 538 

re: Docket No. RM91-17-000 stating on page 1 of Order No. 538: 

The Federal Energy Regulatory Commission is abolishing its generic 
benchmark determination of rate of return on common equity for public 
utilities and is rescinding Part 37 of its regulations, 18 CFR Part 37. While 
the benchmark has produced some benefits, it has not produced many of the 
benefits envisioned for it in 1984. The failure to achieve these other benefits 
leads the Commission to conclude that its continuation is not merited. 

Thus, Mr. Hill’s FERC support for the MEPR has been superseded with the 

abolishment of the Benchmark Rate of Return. Consequently, Mr. Hill’s MEPR and 

14 

15 

MTB analyses should be disregarded. 

4.25 Please comment on Mr. Hill’s discussion of the level of pretax interest coverage 

of 2.38 times implicit in his recommended overall cost of capital of 8.40% 

(Exhibit - (SGH-1)’ Schedule 11) at page 40 of his testimony. 

Mr. Hill states on page 40 of his direct testimony at lines 14-19 that the opportunity 

for 2.38 times pretax interest coverage implicit in his overall rate of return 

e l6 

17 

18 

19 

A.25 

20 

21 

22 

23 

recommendation of 8.40% “affords the Company the opportunity to achieve a pre-tax 

interest coverage of 2.38 times. That level of interest coverage, according to Standard 

& Poor’s published benchmarks is sufficient to maintain the Company’s current bond 

rating, and is much higher than the actual level of pre-tax interest coverage earned by 

24 

25 

26 

the Parent company over the past three years.” He further states that his 

recommendation “affords the company an opportunity to maintain its credit and its 

ability to attract capital.” Such a ratio no longer has meaning because S&P revised 

their financial guidelines and assigned new business profile scores for utilities in June 

25 
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2004. Mr. Hill is clearly aware of this fact because he cites “New Business Profile 

Scores Assigned for US. Utility and Power Companies; Financial Guidelines 

Revised,” Standard 7 Poor’s Rating Direct, June 2,2004. Mr. Hill must therefore also 

be aware that in this revision, S&P eliminated pretax interest coverage as a key credit 

ratio and that the financial guidelines which were retained by S&P, i.e., funds from 

operations interest coverage, h d s  from operations to total debt and total debt to total 

capital, were “broadened so as to be more flexible. (See pages 11 and 12 of Exhibit 

- (FJH-2) accompanying my direct testimony). In addition, new business profile 

scores were assigned to U. S. Utility and Power Companies to “better reflect the 

relative business risk among companies in the sector.” S&P further stated that “Each 

business profile score should be considered as the assignment of a new score; these 

scores do not represent improvement or deterioration in our assessment of an 

individual company’s business risk relative to the previously assigned score.” Hence, 

there is no relationship between the old business profiles and the financial 

benchmarks vis-&-vis the new business profiles and financial benchmarks which do 

not include pretax interest coverage. Consequently, S&P’s previously published 

financial guidelines, including the now eliminated pretax interest coverage guideline 

are totally meaningless in assessing the reasonableness of a common equity cost rate 

recommendation. Therefore, no conclusion regarding the reasonableness of Mr. 

Hill’s recommendation can be made by reference to the now eliminated S&P pretax 

interest coverage benchmarks. 

I 22 

I 32 
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F. Additional Comments on Mr. Hill’s Direct Testimony 

4.26 At page 9 of his testimony, Mr. Hill suggests that recent returns on asset classes 

of Southwest’s pension fund portfolio confirm his recommended common equity 

cost rate of 9.5% as reasonable. Please comment on the relevance of the use of 

such returns and their use in the ratemaking paradigm. 

The use of such returns has no relevance to the establishment of a common equity 

cost rate for Southwest in this proceeding for the following reasons. Pension fund 

returns (either overall or by asset class) are those on a portfolio of assets which reflect 

the risk-reducing benefits of portfolio theory as opposed to the greater risk associated 

with investment in a single asset, which in this case would be Southwest’s Arizona 

jurisdictional rate base. Pension fund investment horizons are for finite periods 

consistent with bond maturities in contrast to the infinite investment horizon implicit 

in the standard DCF model. In addition to the portfolio effect described supra, it must 

be kept in mind that when Southwest needs additional capital in order to provide 

service to its customers, it must be able to obtain that capital regardless of capital 

market conditions existing at the time. Such ability is especially critical for 

Southwest, one of the fastest growing LDCs in the U.S. Also, whatever common 

equity cost rate is allowed by this Commission, it will simply be an opportunity cost 

rate which will be impacted by attrition caused by rapidly rising investment in rate 

base, increasing expenses, the impact of weather and declining per customer usage 

especially if the requested Conservation Margin Tracker (CMT) is not approved 

versus the actually-earned rates of return on the pension fund portfolio of assets and 

its various asset classes. For the foregoing reasons, Mr. Hill’s comparison to 

A.26 
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4.27 

A.27 

Southwest’s pension fund returns is inappropriate and does not demonstrate that his 

recommended common equity cost rate is reasonable. 

On pages 14-15 of his testimony, Mr. Hill suggests that the cost of common 

equity to utilities was reduced by 0.50% (50 basis points) in response to the 

reduction in 2003 of the federal income tax rate on dividends from 

“approximately 30% to no more than 15%”. Please comment. 

In accordance with the EMH investors are aware of all publicly available 

information. Prior to the enactment of the Tax Act, investors were aware that a 

reduction in the tax rate on capital gains and dividends was likely to occur. After 

the enactment of the Tax Act, they were aware of the effect the Act would have on 

their capital gains and dividend tax liabilities. Therefore, investor perceptions of 

the impact of the Tax Act have long been reflected in the prices investors are 

willing to pay for the securities they purchase and, hence, in the cost of equity. 

However, there are a number of reasons to believe that the effect on the common 

stocks of public utilities is minimal to nil for the following six reasons described by 

Robert G. Rosenberg’*: 

1. Many investors cannot benefit from the new dividend tax 
reduction. The dividend tax reduction has value to investors only 
if they must pay taxes on the dividends they receive. However, 
about half of all dividend payments go into tax-exempt to tax- 
deferred accounts such as charities, pensions, and IRAs.’ This 
fact alone would tend to moderate or obscure investor (and 
company) reactions to the dividend tax reduction. 

2. The dividend tax reduction has a sunset provision. Both the 
capital gains tax reduction to the 15 percent level and the 
dividend tax reduction to the 15 percent level are scheduled to 
expire at the end of 2008: Given the uncertainty about future tax 

Robert G. Rosenberg, “The Dividend Bust?”, Public Utilities Fortnkhtlv, Vol. 141, No. 19, October 
15,2003, pp. 45-48. 
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policy regarding dividends, companies and investors might move 
cautiously, if at all, in response to the dividend tax reduction. 
This is because companies and investors base their payout policy 
and investment strategy, respectively, on long-term 
considerations. Investors would not want to switch from growth 
to income stocks if they thought the tax reduction for dividend- 
paying stocks might disappear in a few years. Similarly, 
companies might not want to change their long-term dividend 
policy to please investors if the tax considerations driving such 
action might be reversed within a few years. 

3. The dividend tax change may cause utilities to lose their income- 
stock ‘edge’. Utilities have often been regarded as ‘income 
stocks’ - having a relatively high level of dividends setting them 
apart from many other industries. With the reduction in the 
dividend tax rate, many non-utility companies may start paying 
significant dividends, thus diluting or eliminating the income- 
stock ‘edge’ utilities have over competing investments. 

4. The capital gains tax rate is equal to the dividend tax rate. While 
much attention has been focused on the dividend tax reduction 
aspects of the act, the level of dividends is merely one factor 
among many analyzed by investors in forming their opinions as 
to the desirability of an in~estment.~ It is important to remember 
that the capital gains tax rate is now equal to the dividend tax 
rate. Thus, at the personal tax level, there is a neutrality between 
dividends and capital gains. While dividends have the 
advantage of reflecting ‘a bird in the hand’, they have the 
disadvantage of creating a tax liability in the year they are paid. 
In contrast, capital gains can be deferred - gains do not have to 
be realized and the capital gains tax paid until a time of the 
investor’s choosing. This ability to defer taxes can be a 
significant advantage for investors. 

5. The cost of utility debt and preferred stock may rise. The tax 
cuts enacted in May 2003 are projected to widen the budget 
deficit.’ This could possibly lead to higher interest rates in the 
future that would have two adverse effects on utilities. First, 
since utility common stocks are thought to be interest-rate 
sensitive, an increase in interest rates could lead to a decline in 
utility stock prices, other things being equal. Second, an 
increase in the general level of interest rates could raise the cost 
rates for new debt and preferred stock for utilities. 

6.  Holding utility stock in tax-deferred accounts is less attractive. 
The tax that investors will ultimately have to pay on withdrawals 
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from a tax-deferred account is now much higher (up to 35 
percent) than the taxes investors have to pay on dividends and 
capital gains (a maximum of 15 percent) in taxable accounts. 
This could make holding utility stocks less attractive in tax- 
deferred accounts, and it could possibly have a downward effect 
on utility prices. Investors likely do not, and should not, make 
investment decisions purely on the basis of tax law changes. 
This is especially true considering the sunset provision built into 
the act. Thus, since the act has surely made rational long-term 
planning for investors more difficult, it is not entirely clear what 
affect this particular result of the tax law change may have on 
utility stock prices. 

(footnotes omitted) 

The EMH confirms that investors’ instantaneously reflect all 

publicly available information in the prices paid for securities. The Tax 

Act was passed into law in May 2003. In an article published in USA 

Today dated July 6,2003 by Matt Krantz, it was noted that: 

Remember how tax law changes were going to make dividend- 
paying stocks the new prom queens of Wall Street? It’s not 
happening. 

So far, companies rushing to increase their dividends or start 
paying one - and thinking they’re giving investors what they want 
- aren’t getting the applause they might have expected. 

During the first half [sic], as President Bush proposed and 
Congress ultimately cut taxes on dividends, 1 18 of the companies 
in the Standard & Poor’s 500 either started paying dividends or 
increased them. That’s a fifth more than did so the first half of 
2002, S&P says. 

Of all companies that S&P tracks 807 increased or resumed 
paying dividends in the first half of 2003. 

But the fi-ustrating part for companies paying the dividends and 
the investors going in search of yield: It’s not paying off. 
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The 356 S&P 500 companies that pay a dividend gained 10.2% on 
average in the first half, far behind the 28.7% rise of no-dividend 
companies. 

6 In view of all of the foregoing, it is clear that the Tax Act has not resulted in 

7 the benefit to utilities suggested by Mr. Hill. 

8 Q. 28 Mr. Hill, at pages 20-27 of his testimony, recommends the use of a hypothetical 

9 capital structure consisting of 55% total debt, 5% preferred securities, and 40% 

10 common equity please comment. 

11 A.28 Mr. Hill’s recommended capital structure and comparisons made to the industry and 

12 his sample group of eleven LDCs are inconsistent with the practice of this 

13 

14 

15 

Commission which is to base the capital structure upon permanent capital, i.e., 

excluding short-term debt. The comparisons he makes to the LDC industry and his 

sample group on pages 23 and 24 of his testimony (and at Exhibit-(SGH-l), 

16 Schedule 1, page 4 of 6)  are to ratios which include short-term debt and are 

17 

18 

inconsistent with the practice of this Commission. As indicated by the information 

shown in Rebuttal Exhibit-(TKW-2) the average common equity ratio for Mr. Hill’s 

19 

20 

sample group, based upon permanent capital, averaged 51.70% in 2004 while the 

five-year average then ending was 50.31% (and those ratios include Southwest’s 

21 actual ratios). 

22 Even if the ratios based upon total capital are considered, the actual average 

23 for 2004 was 45.80% common equity while the average for the five-years then ending 

24 was 42.83% as shown on Mr. Wood‘s Rebuttal Exhibit -(TKW-2). 
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Exhibit ( F J H - 2 3 ) ,  Sheet 1 of 2, shows that the average S&P bond rating 

for Mr. Hill’s sample group is A with a business profile of 2 (with or without the 

inclusion of Southwest). As can be seen on Exhibit -(FJH-2), Sheet 14 of 15, 

S&P’s range of required total debt for an A bond rating with a business profile of 2 is 

50%-55% which implies the need for equity to be in the 45%-50% range. If 

Southwest is to ever become more financially healthy, i.e., a higher bond rating such 

as the A of Mr. Hill’s sample group, it should have a reasonable opportunity to 

achieve its requested hypothetical 42% common equity ratio. That should mean a 

reasonable allowed ROE, and approval of the CMT which would enhance the 

likelihood of achieving the allowed ROEs and increased retained earnings. 

Q. 29 At pages 24-27 of his testimony, Mr. Hill recommends that this Commission, in 

order to use his recommended hypothetical capital structure which includes a 

40% common equity ratio, require Southwest to submit a plan to recapitalize 

with at least 40% common equity and to reach that goal prior to Southwest’s 

next rate proceeding in Arizona. Please comment. 

Mr. Hill’s recommendation is incredulous in View of the significant degree of new 

external common equity raised by Southwest in recent years as shown by Mr. Wood 

in his Rebuttal Exhibit - (TKW-5) and discussed in my direct testimony at page 14, 

lines 9-18, inclusive and as described therein. Southwest has not increased its 

common dividend since the Spring of 1994, or more than twelve years ago. No 

reasonable effort on the part of Southwest’s management can obviate Southwest’s 

horrifically low achieved ROEs of recent years versus those achieved by proxy 

LDCs. For example, at page 12 of my direct testimony and the data in Exhibit 

A.29 
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(FJH-1) Sheet 4 of 4 show that during the seven years ending 2003, the average 

Arizona jurisdictional achieved ROE was just 6.74% in contrast to the averages of 
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12.1 1% and 11.62% for my proxy groups of five and eleven LDCs, respectively. In 

2003, the disparity was even worse, namely 4.1 1% for Southwest versus 11.88% and 

12.86% for my proxy groups, respectively, 

With a bottom of investment grade bond rating, such poor historically allowed 

and achieved ROEs, opposition to the requested CMT (which would help to alleviate 

the earnings stress and improve retained earnings and thus help improve more 

significantly the actual common equity ratio), and too low allowed ROEs as 

recommended by Staff and RUCO Witnesses Hill and Rigsby, there would be no 

reasonable way for Southwest to significantly improve its common equity ratio 

(despite a continuation of no increase in the common dividend). Consequently, given 

Mr. Hill’s recommendation, such a requirement would, in my opinion, amount to 

extortion. 

IV. RESPONDING TO COMMENTS ON COMPANY TESTIMONY 

A. Response to Mr. Hill’s Comments 

Also on page 41 of his testimony at lines 14-18, Mr. Hill states that “A central 

flaw in all of the analyses performed by Company witness Hanley. . . is that 

they all depend, in a fundamental way, on beta. The Company’s Risk Premium 

CAPM and Comparable Earnings analyses all use beta as a measure of relative 

risk and return.” Please comment. 

First, &l of the analyses performed by me do not rely upon beta. My DCF analysis 

does not utilize beta in any way. Regarding the other cost of common equity models 
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which I employ, Mr. Hill is only partially correct because much of my RP analysis 

does rely upon a beta adjustment. A beta adjustment was made only to the long- 

term historical and forecasted market equity risk premiums as shown on Exhibit - 

(Fm-1 l), Sheet 6. In contrast, it is shown on Exhibit - (FJH-1 l), Sheet 8 that the 

average equity risk premium over A rated public utility bonds was derived from a 

study that had absolutely nothing to do with beta. As shown on Line 5 of Sheet 8, the 

average adjusted equity risk premiums over Baa rated and A rated public utility bonds 

were 3.62% and 4.14%, respectively. If I had limited my analysis to those average 

equity risk premia of 3.62% and 4.14% (that had nothing to do with beta), the 

resultant risk premium derived common equity cost rate would have been 

10.70%/10.86% (7.08%/6.72% prospective B d A  rated bond yield + 3.62%/4.14%), 

some 124/136 basis points greater than Mr. Hill’s recommended common equity cost 

rate of 9.50%. 

The CAPM is a beta-oriented model. Beta, however, is a principal statistic 

used by investors and provided by financial publications such as Value Line 

Investment Survey, who prominently displays beta at the top of each of its reports in 

the same box along with timeliness, safety, and technical rankings. As discussed 

supra, on average approximately 52%-53% of all common shares of the companies in 

my proxy groups of LDCs (and approximately 53% of the common shares of Mr. 

Hill’s proxy group of eleven LDCs, based on data fiom Sheet 2 of Exhibit - VJH- 

23), are owned by individuals who would be inclined to rely upon Value Line 

Investment Survey because of its affordability and easy accessibility on a reference 

basis in most libraries. Moreover, Mr. Hill himself relies heavily upon Value Line. 
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3 it more or less.” 
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In addition, Dr. Myron Gordon, cited by Mr. Hill for authority, as discussed supra, 

has stated that “beta is a good, measurable form of risk; everybody on the street uses 

My CEM is onlypartially dependent on beta. I find it ironic that Mr. Hill, 

who believes that only the DCF model accurately reflects the cost of equity because 

6 

7 

investors’ knowledge and assessment of all risks are impounded in market prices, 

cannot accept the fact that my comparable non-price regulated domestic companies 

8 

9 

10 

were chosen based upon statistics derivedfrom regression analvses of market prices 

paid by investors for the securities, namely betas and residual standard deviations 

(standard errors of the estimate). The market prices reflect investors’ assessment of 

11 all risks, both diversifiable and non-diversifiable. Thus, for the reasons described in 

12 my direct testimony, at pages 49-51, my CEM reflects all systematic (non- 

13 diversifiable) and unsystematic (diversifiable) risks. Consequently, the selected 

14 

15 

16 

17 

18 

19 

20 

21 

companies are comparable to Southwest and my proxy groups of LDCs. 

On page 41, lines 23-25 of his testimony, Mr. Hill states “In other words, the 

Company places more weight on the results of the analyses which are less 

reliable (i.e., beta-adjusted Risk Premium, CAPM and Comparable Earnings) 

than on his more reliable DCF analysis.” Please comment. 

Mr. Hill is incorrect. I have not weighted more heavily the results of the other models 

vis-ii-vis the DCF model for Southwest and my proxy groups of LDCs. Shown on 

Exhibit - (FJH-I), Sheet 2 are the indicated common equity cost rates before 

4.31 
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22 

23 

investment risk adjustment based on Southwest and each of my two proxy groups. It 

can be readily determined that the cost rates shown on line 5 are an average, i.e., the a 
35 
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result of equal weight given to all four models, i.e., DCF, RP, CAPM, and CEM on 

lines 1 through 4 for the two proxy groups of LDCs. In my direct testimony, I have 

shown why no model should receive sole or even primary weight; that the financial 

literature is in full support of the EMH which confirms that investors are filly aware 

of all of the models and therefore utilize all of them in formulating their required 

common equity cost rates. 

As a matter of fact, the authors Copeland, Koller and Murrin, upon whom Mr. 

Hill relied for authority in Southwest’s last rate case in Docket No. G-01551A-00- 

0309, as discussed supra, explicitly state that the DCF model is conceptually flawed 

and gives incorrect results. Mr. Hill’s criticism is without merit. 

At pages 43 and 44 of his testimony, Mr. Hill cites fault finding comments made 

by Charles F. Phillips regarding the CAPM and the RPM and notes that Dr. 

Morin devotes five chapters to the DCF. Please comment. 

The citation fkom Phillips shown on page 22 of my direct testimony is in reference to 

the DCF only because of the significant reliance placed upon the DCF by rate of 

return witnesses for various commissions and offices of consumer advocates as well 

as regulatory commissions themselves in authorizing rates of return on common 

equity. Nevertheless, the Phillips’ citations included in Mr. Hill’s testimony serve to 

support the use of multiple cost of common equity models in that all of these models 

have conceptual and application flaws in them as noted by Copeland, Koller and 

Murrin supra. Therefore, consistent with the EMH as also discussed supra it is 

imperative that multiple cost of common equity models be relied upon in arriving at a 

conclusion of common equity cost rate. 

4.32 
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In fact, Dr. Monn, whom Mr. Hill cites for authority, devotes Chapter 9 of 

Regulatory Finance - Utilities’ Cost of Capital, entitled “Reflections on Cost of 

3 Capital Methodology” to the following topics: Sole Reliance on the DCF 

4 Methodology, Reservations on DCF, Use of Multiple Methods, Financial Integrity, 

5 and DCF and Judgment and the DCF Method. Dr. Morin opens the chapter with the 
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While the DCF model is presently fashionable in regulatory proceedings, 
although not nearly as much in financial theory circles, uncritical acceptance 
of the standard DCF equation vests the model with a degree of accuracy that 
simply is not there. (italics added for emphasis) (p. 23 1) 

* * *  

Notwithstanding the hdamental thesis that several methods andor variants 
of such methods should be used in measuring equity costs, the DCF 
methodology can be particularly fragile in a given capital market 
environment. Two reservations concerning the application of the DCF 
method are in order. Thejrst  reservation concerns the applicability of the 
DCF model to utility stocks in general at this time in the current capital 
market environment. The second reservation concerns the estimation of the 
expected growth component required by the DCF model. (italics added for 
emphasis) (p. 232) 

* * *  
When measuring equity costs, which essentially deal with the measurement of 
investor expectations, no one single methodology provides a foolproof 
panacea. I f  the cost of equity estimation process is limited to one 
methodologv, such as DCF, it may severely bias the results . . . All the market 
data andjnancial theory available at the time should be used in making an 
estimate. (italics added for emphasis) (p. 238) 

* * *  

It is clear from the material of the four chapters that have dealt with the DCF 
method that the permutations and combinations of estimates based on 
alternate time periods; measures, companies, models, and statistical 
methodology are unbounded. The only solid generalization about DCF is that 
theJinal cost of equity recommendation is a judgment based on a wide variety 
of data and techniques. The important point is that judgmental estimates of 

Id,, at p. 231. 
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equity cost rest on sound factual economic logic. Plausible and defensible 
DCF estimates within a narrow range can be developed, provided the tools of 
this and previous chapters are used intelligently and objectively . . . Other 
cost of capital estimation techniques must be employed as an additional check 
on the reliability and reasonableness of the DCF estimate. These methods are 
the subject of subsequent chapters. (italics added for emphasis) (pp. 243-244) 

It should be clear then, that notwithstanding devoting five chapters to the DCF 

9 model, Dr. Morin, cited by Mr. Hill for authority, believes that the DCF should not be 

10 relied upon exclusively when arriving at a cost rate of common equity, but rather, that 

11 consistent with the EMH, multiple methods should be employed. Moreover, it is 

12 clear that due to the vast range of judgments to analysts, the range of estimated DCF 

13 cost rates is unbounded (Morin, pp. 243-244 supra). Thus, the DCF method should 

14 not be assumed to reflect an undeserved level of precision. 

15 Q.33 At pages 45-46 of his testimony, Mr. Hill discusses the example which you 

presented in Exhibit - (FJH-6) (and discuss on pages 27-28 of your direct 

17 testimony) and suggests errors in your conclusions. Can you respond to Mr. 

18 Hill’s criticism? 

19 A.33 Yes. Mr. Hill states that my example “cannot exist in reality and is contrary to one of 

20 the most fundamental precepts in finance.” Mr. Hill’s premise is incorrect for two 

21 reasons. 

22 First, investors would be aware that the regulatory commission would be 

23 allowing a 10.00% market-based rate of return (based upon the DCF methodology). 

24 Investors would also be aware that, under the rate base times rate of return paradigm, 

25 

26 

a market-based DCF cost rate would be applied to the book value of common equity. 

Investors also recognize that when they purchase a stock that the return that they 

expect is related to market value, Le., on the price paid. Consistent with the EMH, 
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investors also know that regulators who rely solely upon a market-based DCF cost 

rate to establish the allowed common equity cost rate under the rate base times rate of 

return paradigm apply the market-based cost rate to a much lower book value @.e., the 

common equity financed portion of an original cost rate base). Consequently, when 

market values are well in excess of their book values, investors recognize that the 

utility likely will earn a lower return rate on book common equity. Mi-. Hill proves 

the point beginning at line 25 on page 45 and ending at line 1 on page 46, when he 

says: “Imagine a broker trying to sell as stock to an investor who requires a 10% 

return. ‘I’ve got a stock for you that’s going to pay a 10% return on a $13.33 per share 

book value - in other words one share will get you $1.33, but each share will cost you 

$24. What do you say?’ No investor would knowingly pay $24 for a stock that will 

earn $1.33 when they require a 10% return for that type of stock.” That’s exactly my 

point. Namely, an investor who pays $24 for a stock an expects a 10% return on the 

price paid, i.e. $24 * 10% or $2.40 and not $1.33. A DCF market-derived cost rate of 

common equity capital underestimates the investors’ required return when it is 

applied to the book value of stock which is trading at a market-to-book ratio 

exceeding one. (See statements fkom Phillips and Bonbright, suma, which confirm 

that regulatory actions, while they can influence market prices, do not control those 

prices.) 

Second, Mr. Hill is also incorrect because there has never been any correlation 

between market-to-book ratios and the rates of earnings on book common equity of 

non-price regulated, competitive entities for which regulation is a substitute, as 

discussed supra and shown in Exhibit - (FJH- 16). 

39 



1 

2 

3 Q.34 

4 

5 

6 A.34 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

In view of the foregoing, Mr. Hill’s contention is incorrect and should be 

disregarded. 

At page 47 of his testimony at lines 9-12, Mr. Hill notes that “The expected 

return on book value for gas utilities is currently 11% according to Value Line.” 

Do you have any comment? 

Yes. Presumably the 11% Value Line expected return on book value for gas utilities 

is for Value Line’s Natural Gas (Distribution) Industry as of March 18,2005 the date 

of the Value Line Ratings & Reports relied upon by Mr. Hill as noted on page 4 of 

Schedule 3 of Exhibit -(SGH-l). There are four problems with Mr. Hill’s 

comparison of the 11% expected return and my recommended common equity cost 

rates of 1 1.95%/11.70%, if the CMT is not approvedapproved, respectively. First, 

Value Line’s expected return on book equity is based upon end-of-period equity, 

while the more appropriate expected return on book equity should be based upon 

average book equity, which is a higher rate of return. Second, my recommendation 

was derived based, in part, upon Value Line Ratings & Reports dated September 17, 

2004, so there is a six-month timing mismatch in Mr. Hill’s comparison. Third, 

Value Line’s expected return of 11% cited by Mr. Hill is for the Value Line’s Natural 

Gas (Distribution) Industry Composite which, at March 18, 2005 consisted of 18 

companies, in contrast to my two proxy groups of five and eleven LDCs or his proxy 

group of eleven LDCs. As can be gleaned fiom the information shown on Sheets 3- 

13 of Exhibit - (FJH-lo), the average expected return on book equity for my proxy 

group of five LDCs was 12.2% and for my proxy group of eleven Value Line LDCs 

was 12.1% as of September 17, 2004. Keeping in mind that these end-of-period 
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expected returns on book common equity underestimate the return on average book 

common equity, expected returns of 12.2% and 12.1% demonstrate the 

reasonableness of my recommended common equity cost rate of 1 1.95%, if the CMT 

is not approved or 11.70% if the CMT is approved. Fourth, it should be noted that, 

even if his comparison were valid, an expected return on book equity of 11 .O% is 

closer to my recommended common equity cost rates than to Mr. Hill’s 

recommended 9.5% common equity cost rate. Finally, it should be noted that the 

latest Value Line Investment Survey, June 17,2005, available one month before the 

filing date of Mr. Hill’s direct testimony, shows a 12.5% expected return on book 

equity for the Natural Gas (Distribution) Industry. 

In addition, an expected return on book equity of 11% is consistent with 

recent regulatory awards made to gas distribution companies. As shown on 

ExhibitPJH-24) the average regulatory return on common equity awarded for all 

hlly litigated cases for the period January 2003 through June 2005 was 10.91% 

relative to a 47.50% common equity ratio. The average authorized rate of return on 

common equity was 10.78% relative to a 47.85% for all awards including 

settlements/stipulations. The lowest awarded return on common equity was 9.9% 

based upon a settlement adopted in September 2003. Average regulatory awarded 

returns on common equity of 10.85% and 10.91% are, once again, closer to my 

recommended common equity cost rate of 11.95%/11.70% if the CMT is not/is 

approved, respectively, than to Mr. Hill’s 9.50% recommendation. In fact, Mr. Hill’s 

9.50% is lower than any regulatory authorized return on common equity to a gas 

distribution utility since June 2003. 
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In view of all the foregoing, Value Line’s expected returns on book equity for 

the Natural Gas (Distribution) Industry and for my proxy groups of LDCs as well as 

recent regulatory awarded returns on common equity confirm the reasonableness of 

my recommended common equity cost rates. 

Q.35 At page 47 of his testimony, Mr. Hill discusses your response to Staff-SH-12-24. 

In an attempt to discredit your position regarding the DCF model, he suggests 

that you acknowledged that you “...did not state that the DCF cost rate 

overstated the cost of common equi ty...” during the early 1980’s when market 

prices of utilities were below book value. Is his characterization of your 

response to Staff-SH-12-24 complete and correct? 

No. Mr. Hill’s partial quoting of my response to Staff-SH-12-24 is incomplete and 

suggests an erroneous conclusion. In order that the record may be hlly accurate, I 

have designated my response to Staff-SH-12-24 as Exhibit - (FJH-25). As can by 

seen by reference to Exhibit __ (FJH-25), I explain why I did not specifically state 

that the DCF cost rate overstated the cost of common equity capital, i.e., because 

there was no decided trend among regulatory agencies for exclusive use of the DCF 

model. I stated that I implicitly recognized the fact that the DCF model overstated the 

cost of common equity at that time and did so by avoiding exclusive reliance upon the 

DCF model. This approach is totally consistent with the approach that I use at this 

time whereby I rely upon a number of cost of equity models and avoid placing 

primary or exclusive reliance on any single cost of equity model. 

4.36 At page 48 of his testimony, lines 8-18, Mr. Hill discusses his position regarding 

the fallibility of the DCF. Please comment. 

A.35 
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A.36 I commend Mr. Hill for acknowledging that there may be problems with the 

application of the DCF in regulatory proceedings and that he believes “it is better to 

rely on more information rather than less in attempting to estimate the cost of equity 

capital.” His position is fully consistent with the literature discussed supra, which 

recommends the reliance upon a number of properly applied cost of common equity 

models, such as the RPM, CAPM and CEM, which are in widespread use rather than 

discredited, out of use, models such as Mr. Hill’s MEPR and MTB analyses. 

Q.37 At page 49 of his testimony, Mr. Hill, in criticizing your DCF growth rate 

analysis, states that it is “mechanistic in that it simply plugs selected projected 

data into a formula. ..” How do you respond to that criticism? 

In the current economic and regulatory environment, which has surely heightened 

investors’ perceptions of risk, my approach is hardly mechanistic. There is little 

value to historical growth rate data because investors recognize that the uncertain 

competitive environment of the future requires greater reliance upon analysts’ 

forecasted growth rates in earnings per share. Moreover, as discussed supra, Dr. 

Myron Gordon, whom Mr. Hill cites for authority, has recognized that analysts’ 

forecasted rates of growth in earnings per share are much more highly significant to 

investors in the pricing of common stocks. Dr. Gordon also recognized the 

shortcomings of his original “Gordon model” which relied upon br (retention 

growth). The br + sv growth formula (retention plus accretion or diminution 

attributable to the sales of new common stock), utilized by Mr. Hill, is simply an 

extension of the retention growth model which Dr. Gordon subsequently 

A.37 
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A.39 

acknowledged is a “serious limitation”. 

characterization of my approach to growth rate is completely without merit. 

At page 50 of his testimony, lines 8 and 9, Mr. Hill states that you “simply 

elected to ignore the low results and report only the high results” of your DCF 

analysis. Please comment. 

Mr. Hill is incorrect. As discussed on page 32 of my direct testimony, I discussed the 

exercise of judgment based upon expected increasing interest rates, and hence capital 

costs, as well as comparing the individual companies’ DCF results with recent 

regulatory awards, the lowest of which was and remains 9.9%. The only difference 

between my judgment in relying only upon DCF results greater than 9.9% and Mr. 

Hill’s exercise of judgment in arriving at the individual company growth rates for his 

DCF analysis, is that my judgment is based upon real world observations, i.e., 

increasing capital costs and recently awarded returns on common equity. 

On page 50, lines 26-28 of his testimony, with regard to the FW methodology, 

Mr. Hill states, “The real issue with a risk premium analysis is determining the 

premium with any precision. It is not a directly observable phenomenon and 

must be estimated.” Please comment. 

Mr. Hill’s comment is either wishful thinking or expresses considerable naivetk. 

Analysts have no choice but to observe accounting measures of growth in order to 

estimate growth for inclusion in the DCF model. Moreover, analysts’ estimates often 

vary widely proving that the growth component of the DCF model is no more a 

directly observable phenomenon than estimating the equity risk premium for use in 

the risk premium model. As Morin notes supra, with regard to the DCF method: 

In view of the foregoing, Mr. Hill’s 
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“. . .the permutations and combinations of estimates. . . are unbounded.” Mr. Hil17s 

comments simply highlight the need to avoid giving primary or exclusive weight to a 

single model; rather all of the models should be utilized. 

Q.40 At page 52, lines 5-6 of his testimony, Mr. Hill cites Jeremy Siegel, Stocks for the 

Lone Run, 1994, Irwin, Chicago IL as supporting a “more normal risk premium 

between stocks and bonds ranges from 2%-3%. Please comment. 

Mr. Hill’s comparison is misleading, because the 2%-3% equity risk premium range 

cited by Siegel is a real equity risk premium range, i.e., after the exclusion of 

inflation. In contrast, the equity risk premiums utilized by both Mi-. Hill and myself 

are nominal equity risk premiums, i.e., including inflation. Hence, there can be no 

meaningful comparison. In addition, the 2%-3% equity risk premium range cited by 

Siegel was calculated in a different manner than those which I utilized. Siegel’s 

equity risk premium range is based upon historical equity risk premiums calculated as 

30-year centered geometric moving averages, while the equity risk premiums I 

utilized are calculated as the arithmetic mean of the annual total stock returns less the 

arithmetic mean annual yield of corporate bonds / annual income return on U.S. 

Treasury Bonds from 1926-2003. Therefore, there can be no meaningful comparison 

between the Siegel 2%-3% equity risk premium range and the arithmetic mean equity 

risk premiums I utilized. 

Also, on page 52, at lines 11-14 of his testimony, Mr. Hill cites a study by 

Ibbotson and Chen which “indicates that the expected market risk premium. . . 
is 4% to 6%”. Please comment. 

A.40 
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1 A.41 Three points need to be made regarding this article. First, notwithstanding the 

2 conclusions cited by Mr. Hill, Ibbotson Associates in its most recent Yearbook, 

3 

4 

Stocks, Bonds, Bills and Inflation - Valuation Edition 2005 Yearbook, published two 

years after the Ibbotson and Chen article, recommends that the arithmetic mean 

5 

6 

equity risk premium be used for cost of capital purposes, as discussed surra, and 

noted on Sheets 4 through 6 of Exhibit -(FJH-19). 

7 Second, the arithmetic mean equity risk premium recommended by Ibbotson 

8 Associates in its 2005 Yearbook represents actual long-term results, i.e., equity risk 

9 premiums, rather than those forecasted fiom econometric models which can be 

10 

11 

subject to many types of errors. 

Third, it should be noted that the purpose of the article was not to compare an 

12 expected equity risk premium based upon econometric models with those based upon 

13 the arithmetic mean of long-term results. Rather, Ibbotson and Chen conclude the 

14 article by stating: 

15 
16 
17 
18 
19 

Contrary to several recent studies on the equity risk premium declaring the 
forward-looking premium to be close to zero or negative, we found the long- 
term supply of the equity risk premium to be only slightly lower than the 
straight historical estimate. (italics added for emphasis) (pp. 96-97) 

20 4.42 At pages 53-54 of his testimony, Mr. Hill criticizes your use of beta in the RP 

21 analysis and suggests it has no meaning. Please comment. 

22 A.42 As discussed in my direct testimony, the bond rating process reflects all elements of 

23 diversifiable, unsystematic risk, i.e., company-specific risk. The use of beta as a 

24 means of allocating non-diversifiable systematic market risk is logical and proper. 

25 Moreover, if it is suitable to allocate total return on the market minus a risk-fi-ee rate 
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in the CAPM, it is certainly proper to use beta in the Rp model as a means to allocate 1 

0 2 total market equity risk premium. Moreover, such a risk adjustment is discussed in 

3 I the financial literature, e.g., Roger A. Morin, whom Mr. Hill cites for authority, in his 

4 book Renulatory Finance - Utilities’ Cost of Capital, Public Utilities Reports, Inc., 

1994, at page 283. Morin states: 5 

6 
7 
8 
9 

10 
11 
12 
13 

. . .the beta risk measure for the subject utility or the beta of a group of equivalent risk 
companies can serve as an adjustment device. The market risk premium, R P m ,  is 
multiplied by the beta of the utility, pi, to find the utility’s own Risk Premium, RPI 

RPi  = P i R p m  

And the beta-adjusted risk premium is added to the bond yield to arrive at the utility’s 
own cost of equity capital. 

14 Q.43 At page 54, lines 16-23 of his testimony, Mr. Hill suggests that you take beta out 

15 of its theoretical context by using it in your risk premium analysis. Please 

comment. 

Mr. Hill is incorrect. As discussed supra, beta is a logical means of allocating the A.43 17 

18 market risk premium because of its relativity to the market as a whole and is 

19 discussed in the financial literature. The EMH suggests, therefore, that investors are 

aware of this. Moreover, the CAPM, while different fiom, is nevertheless a form of 20 

21 the risk premium model as discussed at page 33 of my direct testimony. Also, in my 

application of the risk premium model, I use the expected company/group specific 

bond yields which reflect all diversifiable risks via the bond rating process as 

22 

23 

24 discussed on pages 13-14 of my direct testimony and as revealed within E ~ b i t  - 

25 (FJH-2), Sheets 3 through 9. 

As a result of the foregoing, Mr. Hill’s contention is incorrect. 26 
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4.44 At page 55, lines 19-20 of his testimony, Mr. Hill suggests that your ECAPM is 

overstated because ‘‘...the use of adjusted betas makes the same kind of 

adjustment as does Mr. Hanley’s ‘empirical’ CAPM. ..” Is his criticism valid? 

A.44 No. Mr. Hill apparently is confused about the ECAPM. Adjusted betas are used in 

the application of the traditional CAPM. The purpose for using adjusted betas is to 

account for regression analysis bias, i.e., the tendency of low beta stocks to rise 

toward one and of high beta stocks to decline toward one. The adjustment process to 

beta, which is on the x-axis (horizontal) takes care of the regression bias. The 

ECAPM is a return adjustment which is on the y-axis (vertical). 

On this very- subject, I have been in communication with Dr. Morin, whom 

Mr. Hill cites for authority, via e-mail. That correspondence, including Dr. Morin’s 

response, is contained in Exhibit - (FJH-26), which consists of four sheets. Dr. 

Morin’s email communication is consistent with Dr. Morin’s testimony before the 

Illinois Commerce Commission which is a matter of public record in Docket No. 01- 

044 re: MidAmerican Energy Company which is attached as Exhibit-“-27) 

consisting of four sheets. The information in Exhibit-HH-26) and Exhibit 

-(FJH-27) indicates that the ECAPM compensates for CAPM’s inherent bias by 

ascribing a higher intercept and flatter slope to CAPM. It is not an attempt to increase 

beta. Dr. Morin states in both Exhibit-PJH-26) and Exhibit-”-27): 

There are two distinct separate issues involved when implementing the 
CAPM. First, given the validity of the standard CAPM, what is the best 
proxy for expected beta? Second, and more fundamentally, does the standard 
form of the CAPM provide the best explanation of the risk-return relationship 
observed on capital markets? 

Regarding the standard CAPM, Dr. Morin states in Exhibit-PJH-26): 
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There have been countless empirical tests of the CAPM to determine to what 
extent security returns and betas are related in the manner predicted by the 
CAPM. The results of the tests support the idea that beta is related to security 
returns, that the risk-return tradeoff is positive, and that the relationship is 
linear. The contradictory finding is that the risk-return tradeoff is not as 
steeply sloped as the predicted CAPM. That is, low-beta securities earn 
returns somewhat hgher than the CAPM would predict, and high-beta 
securities earn less than predicted. This is one of the most well-known results 
in finance. A CAPM-based estimate of cost of capital underestimates the 
return required from low-beta securities and overstates the return from high- 
beta securities, based on the empirical evidence. The empirical form of the 
CAPM refines the standard form of the CAPM to account for this 
phenomenon. 

Thus, I do not share the view that the ECAPM is equivalent to a beta 
adjustment. For utility stocks with betas less than one, the CAPM understates 
the return. The ECAPM allows for the CAPM’s inherent bias by ascribing a 
higher intercept and flatter slope to the CAPM. The ECAPM is a return (Y- 
axis, vertical axis) adjustment. It is not a beta risk (X-axis, horizontal) 
adjustment. The ECAPM is not an attempt to increase the beta estimate, 
which would be a horizontal x-axis adiustment. The ECAPM is a return 
adiustment rather than a risk adiustment. (underlining added for emphasis) 

And in Exhibit-(FJH-27), regarding the standard CAPM Dr. Morin states: 

A myriad of empirical tests of the CAPM have shown that the risk-return 
tradeoff is not as steeply sloped as that predicted by the CAPM. That is, low- 
beta securities earn returns somewhat higher than the CAPM would predxt, 
and high-beta securities earn less than predicted. This is one of the most 
widely known empirical findings of the finance literature. This literature is 
summarized in Chapter 13 of Dr. Morin’s book [Regplatow Finance, Public 
Utilities Report [sic] Inc., Arlington, VA, 19941. 

As indicated previously, Dr. Morin is a well-known finance professor and 

textbook author, specializing in regulatory finance. Dr. Morin also notes that 

regulatory support for the ECAPM can be found in the New York Public Service 

Commission’s Generic Financing Docket, Case 9 1 -M-0509. 

Mr. Hill has confused the slope of the Security Market Line (SML) with beta. 

Eugene F. Brigham, finance professor emeritus and the author of many financial 
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textbooks, including the one used in the Certified Rate of Return Analysts program of 

the Society of Utility and Regulatory Financial Analysts, of which both Mr. Hill and 

myself are members and are Certified Rate of Return Analysts, stated4: 

The slope of the SML reflects the degree of risk aversion in the economy - 
the greater the average investor's aversion to risk, then (1) the steeper is the 
slope of the line, (2) the greater is the risk premium for any risky asset, and 
(3) the higher is the required rate of return on risky assets.'* 

"Students sometimes confuse beta with the slope of the SML. This is a 
mistake. As we saw earlier in connection with Figure 6-8, and as is 
developed further in Appendix 6A, beta does represent the slope of a line but 
not the Security Market Line. This confusion arises partly because the SML 
equation is generally written, in this book and throughout the finance 
literature, as ki = RF + bi(kM - RF), and in this form bi looks like the slope 
coefficient and ( k ~  - RF) the variable. It would perhaps be less confusing if 
the second term were Written (kM - RF)bi, but this is not generally done. 
(italics and bolding added for emphasis) 

The point is that an ECAPM analysis utilizing adjusted betas is neither 

incorrect nor inconsistent with the financial literature. 

Finally, in Order Nos. 15 1 and 110 dated November 27,2002 in Docket Nos. 

P-97-4 and P-97-7 re: Trans Alaska Pipeline System and Tesoro Alaska Petroleum 

Company, also referenced supra, the RCA noted on page 146 that: 

Although we primarily rely upon Tesoro's recommendation, we are 
concerned, however, about Tesoro's CAPM analysis. Tesoro averaged the 
results it obtained from CAPM and ECAPM while at the same time providing 

at the ECAPM results are more accurate empirical testimony 
then [sic] traditional CAPM results. The reasonable investor would be aware 
of these empirical results. Therefore, we adjust Tesoro 's recommendation to 
reflect only the ECAPM results. (italics and bolding added for emphasis) 

604 (footnote omitted) th 

Neither he nor the Tennessee Regulatory Authority which he cites gets it. Mr. 

Hill's criticism of the ECAPM is unfounded. 

Eugene F. Brigham, Financial Management - Theorv and Practice, 4~ Ed., The Dryden Press, 1985, 
p. 203. 
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4.45 At pages 56-58 of his testimony, Mr. Hill criticizes your comparable earnings 

analysis. Please address his criticisms. 

My comparable earnings analysis is not beta oriented as suggested on page 58. It is 

based upon statistics derived fkom regression analyses of market prices of common 

stocks. The EMH confirms that the prices paid by investors reflect relevant risks, 

i.e., business and financial, market (systematic) and non-market (unsystematic) risks. 

Thus, the use of betas (indicators of market risk) and standard errors of the 

A.45 

regressions (indicators of all non-market risk) is entirely logical and consistent with 

well-founded financial precepts which are supported by the academic literature which 

confirms that market prices reflect all elements of risk. See especially Exhibit 

- (FJH-28) which is an excerpt fkom Investments: Analysis and Management, Jack 

Clark Francis, McGraw-Hill, Inc. 1991, pp. 273-275. The betas derived therefrom 

reflect non-diversifiable market, or systematic, risk. The residual standard deviations 

(or standard errors of the regression analyses fkom which the betas were derived), 

reflect all of the remaining non-market, or company-specific risks. Thus, my selected 

comparable domestic non-price regulated companies are truly comparable in total risk 

to my proxy groups - of gas distribution companies. Mr. Hill’s contentions are 

incorrect and should be disregarded. 

V. CONSERVATION MARGIN TRACKER - 
IMPLICATION ON THE COST OF COMMON EQUITY 

Q.46 Mr. Hanley, is it your understanding that the recommendations of both Staff 

and RUCO are opposed to the adoption of the Company’s requested CMT? 

A.46 Yes, it is. 
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A.47 What are the implications on the cost of common equity if the Commission 

should disallow the Company’s requested CMT? 

As indicated in my direct testimony, the cost rate of common equity to Southwest is 

greater, or 1 1.95%, if the requested CMT is not allowed. For the reasons provided at 

pages 55-56 of my direct testimony, I believe that the allowance by the Commission 

of the requested CMT would reduce the cost rate by 25 basis points or 0.25%, to 

1 1.70%. 

A.47 

Southwest’s risks are great and even greater without the protection which 

would be afforded through implementation of the requested CMT. Company 

Witnesses Gieseking and Congdon address this issue in response to Staff and 

RUCO’s proposed rate designs. However, in view of Staff and RUCO’s rate design 

positions, the recommended common equity cost rates of Messrs. Hill and Rigsby are 

even more grossly understated. 

4.48 Please explain why. 

A.48 Mr. Hill provides no specific recognition of Southwest’s greater risks, which I 

discussed at pagel0, line 15 through page 13, line 2 and page 53, line 7 through page 

54, line 23 of my direct testimony vis-&vis the proxy LDCs. Moreover, Mr. Rigsby 

reduces his finding by 0.25% to reflect the Company’s requested CMT despite the 

fact that the RUCO position is opposed to it. Therefore, Mr. Rigsby’s 

recommendation is understated by 0.25% if the CMT is not approved. Of course, the 

recommendations of both Mr. Hill and Mr. Rigsby are also understated for all the 

reasons discussed supra. 

4.49 Does that conclude your rebuttal testimony? 

A.49 Yes. 
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Exhibit -(FJH-1 7) 
Sheet 1 of 2 

COMPANY 

ATG 
AT0 
CGC 
LG 

NJR 
NWN 
POL 
PNY 
SJI 

WGL 
swx 

Southwest Gas Comotation 
ACC Staff Witness Hili's BR + SV Growth Rates 

Corrected to Reflect Recent Market-to-Book Ratios 

5.25% 
4.25% 
4.75% 
425% 
6.25% 
4.25% 
4.00% 
425% 
5.25% 
4.50% 
5.75% 

1.00% (1.71 -1  ) 
5,00% (1.31 - I ) 
0.75% (1 -63 - 1 ) 
1.00% (1.24- I ) 

(2.1 1 - 1 ) 
5.25% (1.60 - 1 ) 
0.00% (1.67 - 1 ) 
1.50% (1 3 7  - 1 ) 
2.00% (2.04 - 1 ) 
0.00% (1.71 * 1 ) 

-0.50% 

250% (1.19 - 1 ) 

5.96% 
530% 
5.22% 
4,49% 
5.70% 
5.00% 
4.00% 
5.71 % 
7.33% 
4.50% 
6.23% 

Average 5.45% 

ACC Staff Witness HWs BR + SV 
Growth Rate (2) 

Understatement of Mr. Hili's BR * SV 
Growth Rate 

Average Market-to-Book Ratio = 1.65 

5.12% 

0.33% 

ATG 
AT0 
CGC 
LG 
NJR 
NWN 
PGL 
PNY 
SJI 

WGL 
swx 

AGL Resources 
Atmos Energy Corporation 
Cascade Natural Gas Corporation 
Laclede Group 
New Jersey Resources Cow. 
Northwest Natural Gas Co. 
Peoples Energy Cotp. 
Piedmont Natural Gas Company 
South Jersey Industries, lnc. 
WGL Holdings 
Southwest Gas 

g* sexprected growth in number of shares outstanding 

Notes: (I) From Mibit(SGH-l),  Schedule 4, page 1 of 2. 
(2) From Exhibt_(SGH-l), Schedufe 4, page 2 of 2. 



Exhibit -(FJH-17) 
Sheet 2 of 2 

Southwest Gas Corporation 
ACC Staff Witness Hill's DCF Cost of Equity Capitaf 

Corrected to Reflect Correctlv Calculated BR + SV Growth Rates 

COMPANY 

ATG 
AT0 
CGC 
LG 
NJR 
NWN 
PGL 
PNY 
SJI 

WGL 
swx 

Average 

1 

DIVIDEND 
YIELD (I) 

3.60% 
4.53% 
5.04% 
4..90% 
3.06% 
3..78% 
5.35% 
3.92% 
3.03% 
4.35% 
3.30% 

- 2 

GROWTH 
RATE (2) 

5.96% 
5.00% 
5.22% 
4.49% 
5.70% 
5.00% 
4.00% 
5.71% 
7..33% 
4.50% 
6.23% 

- 3 

DCF COST OF 
EQUITY CAPITAL (3) 

9.56% 
10.38% 
10..26% 
9.39% 
0.76% 
0.78% 
9.35% 
%63% 
10.36% 
835% 
9.53% 

9.53% 

ACC Staff Witness Hill's DCF Cost of 
Equity Capital (4) 9.20% 

linderstatement of Mra Hiil's DCF 
Cost of Equity Capital 0.33% 

Notes: (1) From Exhibit-(SGH-l), Schedule 5. 
(2) From Sheet I of this Exhibit 
(3) Column I $- Column 2 
(4) From Exhibit-(SGH-l), Schedule 6. 
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STOCK 
SYMBOL 

ATG 
CGC 
KSE 
LG 

GAS 
M" 
POL 
PNY 
SJi 

WGL 

SouuIwest Gas Corporation 
RUCO Witness Rmby's BR + SV Qrwvih Rates 

Corrected to Reflect Recent Market-tMaok Ratios 

COMPANY 

AGL Resources, Inc 
Cascade Natural Gas Corporation 
Keyspan Corp. 
Lacfade Group, Inc. 
Nicor, Inc. 
Northwest Natural Gas Co. 
Peoples Energy Corp 
Piedmont Natural Gas Company 
South Jersey Industries, Inc. 
WGt Holdings 

INTERNAL 
GROWTH 

(br) (I) 

6 00% 
4 00% 
4 .Go% 
3 00% 
2 75% 
5 00% 
3 .on% 
4 .IN% 
6.00% 
5.75% 

SHARE 
+ GROWH(2) 

0.50% 
1 aa% 
2.00% 
I 50% 
025% 
1 .oo% 
1 .E% 
0.25% 
2 00% 
0.25% 

MARKET-TO- 
BOOK- 1 (2) 

(1.89- 1 ) 
(1.59 - 1 ) 
(I .49 - 1 ) 
(1.55 - 1 ) 

(1.72- 1 ) 
(I .83 - 1 ) 
(2.10 - 1 ) 
(221 - 1 ) 
(186-1) 

(2.31 - 1 ) 

DIWDEND 
= GROWTH 

6.Wh 
4.59% 
4.98% 
3.83% 
3.08% 
5.72% 
4 .e% 
4.28% 
8.42% 
5.97% 

Average 5.18% 

RlJCQ Witness Rigsby's 3R + SV Growth Rate (1) 

Understatement of Mr. Rigsby's BR + SV Growth Rate a 
4.76% 

0.42% 

Notes (1) From Schedule WAR-4. page 1 of 2. 
(2) From Schedule WAR-4, page 2 of 2 



Ehhibit ( F J H - 1 8 )  
Sheet 2 of 2 

STOCK 
SYMBOL 

ATG 
CGC 
KSE 
LG 

GAS 
NWN 
PGL 
PNY 
SJI 

WGL 

Average 

Southwest Gas CorDoration 
RUCO Witness Rigsby's DCF Cost of Equity Capital 

Corrected to Reflect Corredlv Calculated BR + SV Growth Rates 

- 1 - 2 

DIVIDEND GROWTH 
COMPANY YIELD (1) RATE (2) 

AGL Resources, Inc. 
Cascade Natural Gas Corporation 
Keyspan Corp 
Laclede Group, Inc 
Nicor, lnc 
Northwest Natural Gas Co 
Peoples Energy Cop 
Piedmont Natural Gas Company 
South Jersey industries, Inc. 
WGL Holdings 

RUCO Witness Rigsby's DCF Cost of Equity Capital ( I )  

Understatement of Mr. Rigsby's DCF Cost of Equity Capital 
a 

Notes: (1) From Schedule WAR-2 
(2) From Sheet 1 of this Exhibit 
(3) Column + Column 2 

3 44% 
4.86% 
4.58% 
4.55% 
4 66% 
3 53% 
5.11% 
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2.90% 
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4.59% 
4.98% 
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9.45% 
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The Equity Risk Premium 

The Market Benchmark and Firm Size 
Although nor restricted to include only the 500 largest companies, the S&P SO0 is considered a large 
company index.. The returns of the S&P .SO0 are capitalization weighted, which means that the 
weight of each stock in the index, for a given month, is proportionate to its market capitalization 
(price times number of shares outstanding) a t  the beginning of that monrh. The larger companies in 
the index therefore receive the majority of the weight. The use of the NYSE “Deciles 1-2” series 
results in an even purer large company index. Yet many valuation professionals are faced with 
valuing small companies, which historically have had different risk and return characteristics than 
large Companies. If using a large stock index to calculate the equity risk premium, an adjustment is 
usually needed to account for the different risk and return characteristics of smaIl stocks. This will be 
discussed furrher in Chapter 7 on the site premium. 

The Risk-Free Asset 
The equity risk premium can be caIcuiated for a variety of time horizons when given the choice 
of risk-free asset to be used in the calculation. The Stocks, Bonds, Bills, and Inflation Yearbook 
provides equity risk premia calculations for short-, intermediate-, and long-term horizons. The 
short-, intermediate-, and long-horizon equity risk premia are calculated using the income return 
from a 30-day Treasury bill, a 5-year Treasury bond, and a 20-year-Treasury bond, respeccively. 

Although the equity risk premia of several horizons are available, the long-horizon equity risk 
premium is preferable for use in most business-valuation settings, even if an investor has a shorter 
time horizon. Companies are entities that generally have n o  defined life span; when determining 
a company’s value, it is important to use a long-term discount rate because the life of the company is 
assumed to be infinite. For this reason, it is appropriate in most cases to use the long-horizon 
equity risk premium for business valuation. 

20-Year versus 30-Year Treasuries 
Our methodology for estimating the long-horizon equity risk premium makes use of the income 
return on  a 20-year Treasury bond; howeveq the Treasury currently does not issue a 20-year bond. 
The 30-year bond that the Treasury issued until recently is theoretically more correct due to the long- 
term nature of business valuation, yet Ibbotson Associates instead creates a series of returns using 
bonds on the market with approximately 20 years to maturity. The reason for the use of a 20-year 
maturiry bond is that 30-year Treasury securities have only been issued over the relatively recent 
past, starting in February of 1977, and have since been discontinued by the Treasury- 

Currently, the longest term security offered by the Treasury is 10 years. The same reason exists 
for why Ibbotson does not use the IO-year Treasury bond; that is, a long enough history of market 
data is not  avaiJable for 10-year bonds. Ibbotson Associates has persisted in using a 20-year bond to 
keep the basis of the time series consistent. 

Income Return 

Another point to keep in mind when calculating the equity risk premium is that the income rerurn on 
rhe appropriate-horizon Treasury security, rather than the total return, is used in the calculation. The 
total return is comprised of three return components: the income return, the capital appreciation 
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return, and the reinvestment return.. The income return is defined as the portion of the total return 
that results from a periodic cash flow or, in this case, the bond coupon payment, The capita1 
appreciation return results from the price change of a bond over a specific period. Bond prices 
generally change in reaction to unexpected fluctuations in yields. Reinvestment return is the return 
on a given month's investment income when reinvesred into the same asset class in the subsequent 
months of the year. The income rerum is thus used in &e estimation of the equity risk premium 
because it represents the truly riskless portion of the returnP2 

Yields have generally risen on the long-term bond over the 1926-2004 period, so it has 
experienced negative capital appreciation over much of this time. Graph 5-2 illustrates the yields on 
the long-term government bond series compared to an index of the long-term government bond 
capital appreciarion. In general, as yields rose, the capital appreciation index fell, and vice versa. 
Had an investor held the long-term bond to maturity, he would have realized the yield on the bond as 
the total return. However, in a constant maturity ponfoljo, such as those used to measure bond 
returns in this publjcation, bonds are sold before maturity (at a capital loss if the market yield has 
risen since the time of purchase). This negative return is associated with the risk of unanticipated 
yieId changes. 

Graph 5-2 
Long-term Governmen1 Bond Yields versus Capital Appreclation Index 
1925-2004 
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2 Please notc &at the appropriate forward-looking mcasure of the risktess rate is the yield to rnarurity on the appropriarc- 
horizon governmcnt bond. This differs from the riskless rate und ro measure the realized cquiry risk premium 
historicalty. Chapter 4 incfudEs a thorough discussion of riskless rate selection in this context 
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For example, if bond yields rise unexpectedly, investors can receive a bigher coupon payment from a 
newly issued bond than from the purchase of an outstanding bond with the former lower-coupon 
payment. The outstanding lower-coupon bond will thus fail to amact buyers, and its price will 
decrease, causing its yield to increase correspondingly, as its coupon payment remains the same. The 
newly priced outstanding bond will subsequendy attract purchasers who wiit benefit from the shift in 
price and yield; howeves those investors who already held the bond will suffer a capital ioss due to 
the fail in price. 

Anticipated changes in yields are assessed by the market and figured into the price of a bond. 
Future changes in yields that are not anticipated wiil cause the price of the bond to adjust accord- 
ingly. Price changes in bonds due to unanticipated changes in yields introduce price risk into the total 
return. Therefore, the total return on the bond series does not represent the riskless rate of return 
The income return better represents the unbiased estimate of the purely riskless rate of return, since 
an investor can hold a bond to maturity and be entitled to the income return with no capital loss 

Arithrnetlc versus Geometric Means \ 

The equity risk premium data presented in this book are arithrnedc average risk premia as opposed 
to geometric average risk premia. The arithmetic average equity risk premium can be demonsrratcd 
to be most appropriate when discounring future cash flows. For use as the expected equity risk 
premium in either the CAPM or the building block approach, the arithmetic mean or the simple 
difference of the arithmetic means of stock market returns and riskless rates is the relevant number. 
This is because both the CAPM and the building block approach are additive models, in which the 
cost of capital is the sum of its parts. The geometric average is moxe appropriate for reporting past 
performance, since it represents the compound average return I 

The argument for using the arithmetic average is quite straightforward. In looking at projected 
cash flows, the equiry risk premium that should be employed is the equity risk premium that is 
expected to actually be incurred over rhe future time periods. Graph 5-3 shows the realized equity 
risk premium for each year based on the returns of the S&P 500 and the income return on long+term 
government bonds. (The actual, observed dierence between the return on the stock market and the 
riskless rate is known as the realized equity risk premium.) There is considerable voIatility,in the 
year-by-year statistics. At times the realized equity risk premium is even negative. 
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To illustrate how the arithmetic mean is more appropriate than the geometric mean in discounting 
cash flows, suppose the expected return on a stock is 10 percent per year with a standard deviation 
of 20 percent. Also assume thac only two outcomes are possible each year- 1.30 percent and -10 
percent (i.e., the mean plus or minus one standard deviation). The probability of occurrence for 
each outcome is equal.. The growth of wealth over a &o-year period is illustrated in Graph 5-4, 

76 SBBt Valuation Mitlon 2005 Yearbook 



ExhlbR - (FJH-19) 
Sheet 6 of I O  

The Equity Risk Premium 

Graph 5-4 
Growth of Wealth Example 
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The most common ourcome of $1.17 is given by the geometric mean of 8.2 percent. Compounding 
the possible outcomes as follows derives the geometric mean: 

[(1+ 0.30)~ (1 - 0.1 0)F - 1 = 0.082 

However, rhe expected value is predicted by compounding the arithmetic, not the geometric, mean. 
To illustrate this, we need to look at the probability-weighted average of all possible outcomes: 

(0.25 X $1.69) = $0.4225 
I- (0.50 X $1.17) = $0.5850 
4 (0.25 X $0.81) = $0,2025 

Total $3.21 00 

Therefore, $1.21 is the probability-weighted expected value, The rate that must be compounded to 
achieve the terminal value of $1.21 after 2 years is 10 percent, the arithmetic mean: 

$1x(l+0.10)~ =$1.21 

The geometric mean, when compounded, results in the median of the distribution: 

$1 x (I c 0.082)' = $I .17 
The arithmetic mean equates the expected future value with the present value; it is therefore the 
appropriate discount rate. 
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Appropriate Historical Time Period 

]The equity risk premium can be estimated using any historical time period For the U.S., market data 
exists at least as far back as the late 1800s. Therefore, it is possible to estimate the equity risk premium 
using data that covers roughly the past 100 years. 

The Ibbotson Associates equity risk premium covers the time period from 1926 to the present. 
The original data source for the time series comprising the equity risk premium is rhe Center for 
Research in Security Prices. CRSP chose to begin their analysis of market returns with 1926 for two 
main reasons. CRSP determined rhat the time period around 1926 was approximately when quality 
financial data became available,. They also made a conscious effort to include the period of extreme 
market volatility from the late twenties and early thirties; 1926 was chosen because it includes one 
fuIl business cycle of data before the market crash of 1929. These are the most basic reasons why 
Ibbotson Associates' equity risk premium calculation window starts in 1926. 

Implicit in using history to forecast the future is the assumption rhat investors' expectations for 
future outcomes conform to past resulcs. This method assumes that the price of taking on risk changes 
only slowly, if at  all, over time. This "future equals the past" assumption is most applicable to a 
random time-series variable, A time-series variable is random if its value in one period is independent 
of its vahe in other periods. 

Does the Equity Risk Premium Revert to Its Mean over Time? 

Some have argued chat the estimate of the equity risk premium is  upwardly biased since the stock 
market is currently priced high. In other words, since there have been several years with 
extraordinarily high market returns and realized equity risk premia, rhe expectation is that returns 
and realized equity risk premia will be lower in the future, bringing the average back co a normalized 
level. This argument relies on several studies that have tried to determine whether reversion to the 
mean exists in stock marker prices and the equity risk premium.J Several academics contradict each 
other an this topic; moreover, che evidence supporting this argument is neither conclusive nor 
compelling enough LO make such a strong assumption. 

Our own empirical evidence suggests that the yearly difference between the stock market total 
return and the US. Treasury bond income return in any particular year is random. Graph 5-3, 
presented earlier, illustrates the randomness of the realized equity risk premium. 

3 Fama, EuLene E, and Kenneth R FICDC~ "Permanmt and Temporary Components of Stock Prices," Journal ofpoliticcrl 
Economy, April 1988, pp 246-273. Poterba, James M., and Lawrence H. Summers. "Mean Reversion in Stock Prices," 
Journal offitwncirrl Economics, October 1988, pp. 27-59. Lo, Andrew W;, and A. Craig MacKinlay "Stock Market 
Prices Do Not Follow Random Walks: Evidence from a Simple Specification Test," 1Xe Revicv of Financial Stirdies, Spring 
1988, pp 4 1 4 6  Finnerry, John D , and Dean Lcisdkow. "The Behavior of Equity and Debt Risk Premiums: Arc They 
Mean Reverting and Downward-Trending?" Tbc]oumul oJPortfolio Mamgetlrent, Summer 1993, pp 73-84 I &bosson, 
Rogtr G I  and Scott L Lummec "The Behavior of Equity and Debt Risk Premiums: Comment," The]ouml of Portfolio 
Munrrgnnmt, Summer 1994, pp. 98-100 Fianerty, John D., and Dean Leistikow. "The Behavior of Equity and Debt Risk 
Premiums: Reply to Comment," Tbelottmnl ofPorqo&o Management, Summer 1994, pp 101-102 

78 SBBI Valuation Edition 2005 Yearbook 



Exhibit - (FJH-19) 
Sheet 8 of 10 

The Equity Rlsk Premiwn 

a 

A statistical measure of the randomness of a return series is its serial correlation. Serial 
correlation (or autocorrelation) is defined as the degree to which the return of a given series is related 
from period to period. A serial correlation near positive one indicates that returns are predictabIe 
from one period to the next period and are positively related. That is, the returns of one period are a 
good predictor of rhe KeturnJ in the next period. Conversely, a serial correlation near negative one 
indicates rhat the returns in one period are inversely related to those of the next period. A serial 
correlation near zero indicates that the returns are random or unpredictable from one period to the 
next. Table 5-3 contains the serial correfation of the market total returns, the realized longhorizon 
equity risk premium, and inflation. 

Table 5-3 
Interpretation of Annual Serial Correlations 
1926-2004 

Series Serial ConatatIan Interpretation 

Large Campany Stock Total Retwns 0 03 Random 
Equily Risk Premlurn a 04 Random 
Inflation Rates 0 65 Yrend 

The significance of this evidence is that the realized equity risk premium next year will not be 
dependent on the realized equity risk premium from this year. That is, there is no discernable pattern 
in rhe reaiized equity risk premium-it is virtually impossible to forecast next year's realized risk 
premium based on the premium of the previous year. For exarnpfe, if this year's difference between 
the riskless rate and the return on the stock market is higher than last year's, that does not imply that 
next year's will be higher than this year's. It is as likely to be higher as it is lower. The best estimate of 
the expected value of a variable that has behaved randomly in the past is the average (or arithmetic 
mean) of its past values. 

Table 5-4 also indicates that the equity risk premium varies considerably by decade, from a 
high of 17.9 percent in rhe 1950s to a low of 0.3 percent in the 1970s. This look at rhe historical 
equity risk premium reveals no observable partern. 

Table 5-4 
Long-Horlzon Equity Risk Premium by Decade 
1926-2oOd 

19205' 19308 19469 19506 1960s 19709 1980s 1890s 2000s'' 1995-2004 
176% 23% 809b 179% 4 2 %  03% 7 9 %  12 196 -62% 819b 

"iid on Ill9 period 1926-1929 

"Based on Vle period 2oop2004 

JbbotsonAssociates 79 



Exhibit - (FJH-19) 
Sheet  9 of I O  

Chapter 5 

Finnerty and Leisdkow perform more econometrically sophisticated tests of mean reversion in the 
equity risk premium? Their tests demonstrate that-as we suspected from our simpler tests-the equity 
risk premium that was realized over 1926 to the present was almost perfectly free of mean reversion 
and had no statistically identifiable dme trends..’ Lo and MacKinlay conclude, “the rejection of the 
random walk for weekly returns does nor support a mean-reverting model of asset prices..” 

Choosing an Appropriate Historical Period 
The estimate of the equity risk premium depends on the length of the data series studied. A proper 
estimate of the equity risk premium requires a data series long enough to give a reliable average withour 
being unduly influenced by very good and very poor short-term returns.. When calculated using a long 
data series, the historical equity risk premium is relatively stable.’ Furthermore, because an average of 
&e realized equiry risk premium is quite volatile when calcufated using a short history, using a long 
series makes it less likely that the analyst can justify any number he or she wants. The magnitude of 
how shorter periods can affect the result will be explored later in this chapret. 

Some analysts estimate the expected equity risk premjum using a shorter, more recent time 
period on the basis that recent events are more likely to be repeated in the near future; furthermore, 
they believe that the 1920s, 1930s, and 1940s contain too many unusual events This view is suspect 
because aU periods contain ‘‘unusual” events. Some of the most unusual events of this century took 
place quite recenrly, including the inflation of rhe late 1970s and early 1980s, the October 1987 
stock marker crash, the collapse of the high-yield bond market, the major contraction and consolida- 
tion of the thrift industry, the collapse of the Soviet Union, and the development of the European 
Economic Community-ail of these happened approximately in the last 30 years. 

It is even difficult for economists to predict the economic environment of the future. For 
example, if one were analyzing the stork marker in 1987 before the crash, it would be statistically 
improbable to predict the impending short-term volatility without considering the stock market 
crash and market vofatility of the 1929-1931 period. 

Without an appreciation of the 1920s and 1930s, no one would believe that such events could 
happen. The 79-year period starting with 1926 is representative of what can happen: it includes high 
and low renuns, volatile and quiet markets, war and peace, inflation and deflation, and prosperity 
and depression. Restricting attention to a shorter historical period underestimates the amount of 
change that could occur in a long f u m e  period. Finally, because historical event-types (not specific 

4 Though the study performed by Finncrty and Leistikow demonstrates that the traditional equity risk premium exhibits no 
m a n  reversion or  drift, they condude that, “&e processes generating these risk premiums are generally mean-reverring 
This conclusion is completely umelated to their staristical findings and has rtctived some criticism. In addition to 
examining t h e  traditional equity risk premia, Finnerty and lcistikow include analyses on ureaJ” risk premia as WCU as 
separate risk premia for income and capital gains. In their commcnm on rhe study, Ibbotson and Lummer show that rhcse 
“real“ risk premia adjust for inflation twice, ‘crmting variables with no economic content.” In addidon, separating 
income and capital gains docs Dot shed light on rbe behavior of the risk premia as a whole. 

5 This anerrion is further corroborated by data presented in Global Investing: n e  Pro[crsionol’s Guide to rhe World of 
(SlpitdMntkcrs (by Roger G. Ibbotxln and Gary P. Brinson and published by McCraw-Hill, New York). Ibbotron and 
Brinson consmtacd a stock marka total return series back to 1790. Even witb some uncertainty about the accuracy of rht 
data before the mid-nineteenth century, rhe results art remarkable- Tht  real (adjusted for inflation) returns that investors 
received during the three SO-year periods and one 51-year period betwttn 1790 and 1990 did not differ greatly from one 
another (rhar is, in a nucistically significant amount). Nor did the real returns differ p a t l y  from the overall 201-ycar 
avtrap ‘This finding impiia that bccsust real stock-market returns have been reasonably consistent over time, investors 
can use these past returns as  reasonable b a s s  for forming cheir expectations of futurt returns. 
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events) tend to repeat themselves, long-run capital market return studies can reveal a great deal 
about the future.. Investors probably expect “unusual” events to occur from time to time, and their 
return expectations reflect this. 

A Look at the Historical Results 
It is inreresting to take a look a t  the realized returns and realized equity risk premium in the context 
of the above discussion. Table 5-5 shows the average stock market return and the average (arithmetic 
mean) realized long-horizon equity risk premium over various historicat rime periods. Similarly, 
Graph 5-5 shows the average (arithmetic mean) realized equity risk premium calculated through 
2004 for different starting dates. The table and the graph both show that using a longer historical 
period provides a more stable estimare of the equity risk premium. The reason is that any unique 
period will not be weighted heavily in an average covering a longer historical period. It better 
represents the probability of these unique even& occurring over a long period of time. 

Table 5-5 
Stock Market Return end Equity Risk Premium Over n m e  
1926-2!304 

Perlcd 
Length 

Period 
Dates 

79 years 
70 years 
60 years 
50 years 
40 years 
30 yeen 
20 years 
15 years 
10-years 
5 yean 

19262004 
t935-2004 
‘1945-2004 
1955-2004 
$965-2004 
1975-2004 
1985-2004 
1990-2004 
1995-2004 
2090-2004 

Large Company Stock Arithmetic 
Mean Total Return 

12 49b 
13 1% 
13 3% 
12 3% 
11 6% 
14 9% 
14 5% 
12 4% 

14 096 
-0 7% 

Long-Horizon Equity 
Risk Premium 

7 2% 
7 796 
7 3% 
5 696 
4 496 
6 9% 
7 4% 

6 0% 
a 1% 

-6 2% 

Looking carefully at Graph 5-5 will clarify this point. The graph shows the realized equity risk 
premium for a series of time periods through 1004, starting with 1926. In other words, the first 
value on the graph represents the average realized equity risk premium over the period 1926-2004. 
The next value on the graph represents the average realized equity risk premium over the period 
1927-2004, and so on, with the last value representing the average over the most recent five years, 
2000-2004. Concentraring on the left side of Graph 5-5, one notices that the realized equity risk 
premium, when measured over long periods of rime, is relatively stable. In viewing the graph from 
left to right, moving from longer to shorter historical periods, one sees that the vaiue of the realized 
equity risk premium begins to decline significantly. Why does this occur? The reason is that the 
severe bear market of 1973-1974 is receiving proportionately more weight in the shorter, more 
recent average. If you continue to follow the h e  to the right, however, you wili also notice rhat when 
1973 and 1974 fall out of the recent average, the realized equity risk premium jumps up by nearly 
1-5 percent.. 

, 
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Overview of Cost of Equity Capital Models 

However, an estimate of each of the above three variables must be formed. Like all components 
of the cost of capital, these variables should be measured on a forward-looking basis.. Chapters 5 
and 6 are devoted to estimating the equity risk premium and beta, respectively. Facrors to consider in 
estimating the riskless rate are covered betow. 

Risk-Free Rate 
The CAPM implicitly assumes the presence of a single riskless asset, thar is, an asset perceived by all 
investors as having RO risk. A common choice for the nominal riskless rate is the yield on a U.S. 
Treasury security. The ability of the U.S. government to create money to fulfill its debt obligations 
under virtually any scenario makes US. Treasury securities practically defauIt-free. While interest 
race changes cause government obligations to fluctuate in price, investors face essenrjally no default 
risk as to either coupon payment or return of principal. 

The horizon of the chosen Treasury security should match the horizon of whatever is being 
valued. When valuing a business rhat is being treated as a going concern, the appropriate Treasury 
yield shouid be that of a long-term Treasury bond. Note that the horizon is a fURCti0n of the 
investment, not the investor. If an investor plans to hold stock in a company for only five years, the 
yield on a five-year Treasury note would not be appropriate since the company will continue to exist 
beyond those five years. 

In February of 1977 the Treasury began to issue 30-year Treasury securities.. Prior to this date, 
the longest-term Treasury security was 20 years. To remain consistent with Ibbotson’s historical data 
series, the Stocks, Bonds, Bills, and Inflution Yearbook continues to base the yield for its long-term 
government bond on one with close to 20 years to maturity- In recent years the Treasury ceased 
offering 30-year securities, however. As long as there are bonds being traded with a t  leasr 20 years to 
maturity, there wilt be a proxy for the yield on 20 year Treasury securities. It would not be for a 
number of years from now that lack of data may become an issue. Currently, the longest term 
security offered by the Treasury is 10 years. Differences in the yields of these long-term instruments 
tend to be very smafl. Therefore, it would be appropriate to use either maturity bond to represent a 
long-term riskless rate. Table 4-1 shows the current yields for several different horizons. 

Table 4-1 
Current Yields or Expected Rlskless Rates 
December 33,2004 

Weld (Rlskless Rate)’ 

4 8% 
4 2% 
3 596 
19% 

Long-Term (20-year) U S Treasury Coupon Bond Yield 
Long-Term (IO-year) U S Treasury Coupon 8ond Yield 
Intermediate-Term (5-year) U S Treasury Coupon Note Yield 
Short-term (30-drty) U S Treasury 3ill Weld 

’Malurities are approximate 

ShouId the yield on a Treasury bond or a Treasury strip be used IO represent the riskless rate? In most 
cases the yield on a Treasury coupon bond is most appropriate. If the asset being measured spins off 
cash periodically, the Treasury bond most closely replicates this characteristic. On the other hand, if 
the asset being measured provides a single payoff at the end of a specified term, the yield on a 
Treasury Strip would be more appropriate I 
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0 Southwest Gas Cornoration 
ACC Staff Witness Hili's and RUCO Witness Rigsby's CAPM Costs of Equity Capital Corrected to Properly 

Reflect the Arithmetic Mean Eauihr Risk Premium and the Amrg@ate tona-Term Risk Free Rate of Return (11 

tine No. 

Average of 
Traditional Capital Empirical Capital Traditional and 

Asset Pricing Asset Pricing Empirical CAPM 
Model (2) Model (3) Results 

ACC Staff WRness Hill's Correct CAPM Cost of Ewitv Ca~ita! 

I. Risk Free Rate ( t )  5.22 % 5.22 % 

2. Arilhmetic Mean Market 
Equity Risk Premium (4) 7.20 7.20 

3 AdjustedBeta 0.73 (5) 0.73 (5) 

4. Average Company- 
Specik Equity Risk 
Premium 5.26 %(6) 5.74 %(7) 

10.48 % 10.96 % 
7 

5 CAPM Result (8) 

6. Mr. Will's CAPM Conclusion (9) 8.80 , % 8-80 % 

7. Undetstatment of Mr. Hili's 
5.68 % 2.16 % - CAPM Conclusion (10) 

RUCO Witness Riaby's Correct CAPM Cost of Eauitv Cadta[ 

8. Risk Free Rate (1 I) 5.08 % 5.08 % 

9. Arithmetic Mean Market 
Equity Risk Premium (4) 7.a 7 20 

10. Adjusted Beta 0.79 (12) 0.79 (12) 

11. Average Company- 
Specific Equity Risk 
Premium 5.69 % (5) 6.07 % (7) -- 

12. CAPM Result (8) 10.77 % 11.15 % 

13. Mr. Rigsby's CAPM Conclusion (13) 9.61 % 9.61 % 

14 Understatement of Mr Rigsby's 
1.54 % - CAPM Conclusion (IO) 1.16 % 

10.72 % 

8.80 9% 

1.92 96 

10.96 % - 
9.61 % 

1.35 % 

~a See Sheet 2 and 3 for notes 
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Southwest Gas Corporation 
ACC Staff Witness Hill’s and RUCU Whess Rigsby’s CAPM Costs of Equity Capital Corrected to Properly 
Reflect the Arithmetic Mean Eauitv Risk Premium and the Approanate Lona-Term Risk Free Rate of Retuy 

Average forecast based upon six quarterly estimates of 20-year Treasury Bond yields per the 
consensus of nearly 50 economists reported m the 8lue Chit, Financial Foremsbdated June i , 
2005. The estimates are detailed below: 

2O-Year 
Treasurv Bond Yield 

Second Quarter 2005 4,70% 
Third Quarter 2005 5.00 
Fourth Quarter 2005 5.20 
first Quarter 2006 
Second Quarter 2006 
Third Quarter 2006 
Average 

540 
5-50 
5.50 
522% 

The traditional Capital Asset Pricing Model (CAPM) is applied using the following formula: 

5 = RF f B (Ru - RF) 

Where Rs = Return rate of common stock 
RF = Risk Free Rate 

i,= Return on the market as a whole 
1- Value Line Adjusted Beta 

The empirical CAPM is applied using the following formula: 

& RF 4- 2 5  (RM - RF) f .75 f! (RM - RF) 

Where Rs = Return rate of common stock 
RF = Risk-Free Rate 
8 = Value Line Adjusted Beta 
RM = Return on the market as a whole 

The lbbotson Associates calculated market premium of 7.20% for the period 1926-2003 resulb 
from a total market return of 12.40% less the average income return on long-term U.S, 
Government Securities of 5.20% (12.40% - 5.20% = 7.20%). From Ibbotson Associates’ Stocks, 
Bonds. Bills and Inflation -Valuation Edtion - 2004 Yearbook Market Results for 1926-2003, 
Chicago, IL 

From Exhibit (SGH-I) ,  Schedule 7. 

Line No. 2 * Line No. 3 / Line No- 9 * Line No I I O .  

( 0.25 * Line No. 2) -+ ( 0 75 * Line No. 3 * Line No. 2) / ( 0.25 * tine No. 9) f ( 0.75 * line No. 
10 * tine No. 9). 

Line No. 1 + Une No. 4 / Line No. 8 + Line No. 11. 

Mr- Hill’s CAPM derived from the six week average yield 30-Years US. Treasury Bond for the 
period of April 22, 2005 - May 27, 2005, 8.22% based u on the Geometfjc Market Risk 

Schedule 7. (822%+ 9.38%)/2 = 8.80% 

Line No. 5 - Line No. 6 / Line No. 12 - Line No. 13. 

Average forecast based upon six quarterly estimates of 20-year Treasury Bond yields er the 

2005. The estimates are detailed below: 

Premium / 9.38% based upon the Arithmetic Market Risk F rernium from Exhibit- (SGH-I), 

consensus of nearly 50 economists reported in the Blue Chio Financial Forecasts date B July I, 
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Southwest Gas Coraomtion 
ACC Staff Witness Mill’s and RLJCO Witness Rigsby’s CAPM Costs of Equ’ Capital Corrected to Properly 
Reflect the Arithmetic Mean EauW Risk Premium and the Approaliate Lonserm Risk Free Rate of Return 

20-Year 

Third Quarter 2005 4.70% 
Fourth Quarter 2005 4.90 
First Quarter 2006 5.10 
Second Quarter 2006 5.20 
Third Quarter 2006 5.30 
Fourth Quarter 2006 5.30 
Average 5.08% 

TreasurV Bond Yield 

(12) From Schedule WAR-7, page 1 of 2. 

(13) Mr. Rigsby’s average CAPM result from Schedule WAR-7, pages I and 2 of 2. (( 8.82% 
+10.39% ) / 2). 
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Prwcy Gmup of Eleven Value 
Una Gas Distributkm Companies 
AEL Resources, lnc (3) 
Atrnos Energy Corporation (4) 
Cascade Natural Gas Corp 
Laciede Group, lno (5) 
New .Jenay Resources Cop (6) 
Northwest Natuml Gas Co 
Peoples Energy Carp. 17) 
Piedmont Natural Gas Co., Inc. 
South .Jarsey Industries, inc. (8) 
WGL Holdings lm (91 
Southwest Gas Corporation 

Average 

Average - Excl Southwest Gas Carp 

@oulhwest Gas CORI oration 
Comparison of Bond RaUngs and Business profils for 

-GeS Disfrtbutlon Companies 
ACC SiMWitness Hirs omup of 

-July 2005 July 2005 
Standard & M s  Standard & Poor's 

Bond Ratinn Business Profie (2) 
-9 

Bond Rallng 

Bamr Numerical Bond Numerlcal 
&ma W e l a n t t n ~  EF4kBl W&htino f l \  

A3 
ma3 
Baa? 
A3 
Aa3 
A2 
Aa3 
A3 
Baal 
A2 
Baa2 
A3 
.1 

A3 
1_ 

7 0  
10 0 

B O  
70 
4 0  
6 0  
4 0  
7 0  

8 .O 
9.0 

6.9 

6.7 

a 0  

F 

c 

A- 
BBB+ 
BBB+ 
A 
AA- 
A+ 
A 
A 
A 
AA- 
BEE- 
AIA- 

A 

- 
__1__ - 

7 0  
6 0  

6 0  
4.0 
5 0  
7 0  
6 0  
6 0  
4 0  

30.0 

6.5 

6.1 

e o  

I__ - - 

30 
2 0  
2 0  
3 0  
2 0  
I O  
2 0  
2 0  
2 0  
2 0  
3.0 
22 

2.1 
I 

From Sheet 3 of Exhlb&-(FJH-ll 
From Standard & Pooh U 8 Utuity Power Ranklng Ust - August 10,2005. 
Ratings and busfnass profile are a composite ofthose of Atlanta Gas tight Company and Pivolal Utillky Hddings (formerly NU1 Utilities) 
RalinRs and business Profile are those of AtmoS Enemy Corporation 
Retinns and business proflle are those of Laclede Gas Co 
Ratings and business profile am those of New Jersey Natuml Gas Co 
Ratings and business profile are a composite of thwe of North Shore Gas Company and PeopreS Gas Lloht & Coke 
Company 
Rallnns and buslness prollle ate those of South Jersey Gas Carnpanv 
Ratings and buainess profile are !hDW of Washidon Gas Unht Campaw 

Source of Infomation: Moorh/6 Investors Senrtce 
Standard 8 PoOzB Global ULRtty Ratlng Servlce 
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Southwest Gas Cornoration 
Current Instihitionat Holdings and Individual Holdings (1) for 

ACC Staff Whess Hill's Eleven Gas Distribution Companies 

August 2005 August 2005 
Percentage of Percentage of 

Institutional lndvidual 
Holdings Holdings (I) 

ACC Staff Witness Hill's Eleven 
Gas Disbiution Companies 
AGL Resources, Inc. 
Atmos Energy Corp 
Cascade Natural Gas Corp 
Laclede Group, Inc. 
New Jersey Resources Carp 
Northwest Natural Gas Co 
Peoples Energy Cow. 
Piedmont Nahrral Gas Co , Inc. 
South Jersey industries, lnc 
WGL Holdings Inc 
Southwest Gas Corporation 

Average 

6 4 8 %  
54.5 
41.9 
31.4 
47 9 
47.5 
52,8 
40.1 
23.2 
55.5 
61.1 

47.3 % 

(1) (1 -column 1). 

Source of information: yahooJnvestor. reuters.com 

35.2 % 
45.5 
58.1 
68.6 
52.1 
52.5 
47.2 
59.9 
76.8 
44 5 
38.9 

52.7 % 

http://reuters.com
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Avsnge of Lltlgaled Costs 

JvrlsmMon 

FL 
w 
NY 
NI 
WI 
WI 
MI 
IA 
co 
At 
MN 
QR 
AR 
OR 
IL 
L 
IL 

NC 
MA 
MD 
Dc 
DE 
VA 
wl 
WT 
wl 
NM 
FL 
CA 
MN 
7x 
IN 
NJ 
LA 
Nv 
NV 
ID 
MQ 
EM 
VA 
TN 
IN 
CA 
CA 
cr 
WI 
wl 
OK 
WA 
WA 
MI 
PA 
al 
MI 
GA 
Ks 
IL 
MN 
LA 

11.28 %(1) 
12 30 
9.96 

1140 
1200 
t2.W 
1140 (1) 
11.05 
1 t W  (1) 
1100 (1) 
J171 (1) 
1O.B (I) 
9.80 (I) 

10.25 (1) 
10.54 
i a 7 i  
10.48 
I t00 (1) 
10.20 
10.75 
10.60 
10.50 (1) 
10.50 
12.00 
12 00 
12 w 
10.25 (1) 
11 25 
10.90 
11 w 
10.00 
1o.w (1) 
lo.w 
10.25 
iaso 
10.60 
10.40 
10.60 
io.30 (I) 
10.50 (1) 
10.20 
10.60 (1) 

940 (1) 
11 40 
11 50 
t0.25 (1) - -  (1) 

11.00 (1) - -  (9 
10.80 11) 
11 00 
10.40 

- -  (1) 
lo.w (I) 
10.18 (1) 
10.50 (1) 

"*  
-" 

10.30 

50.92 %(a 
55.42 
41.40 

55.00 
51 72 

-. 

4784 (3) 
51 40 

4Q 99 
48.60 
3.20 (2) 
4-29 
a64 
4444 
52 70 
51 14 
5o.w 
51 49 
6a30 

60.98 
60.27 
56.00 
65.91 
47 77 
36.77 (2) 
a00 
47 15 
49.80 
44.00 (1) 
46.W 
44.80 
40 00 
40.00 
42 59 
29.99 
48 00 
50.96 
35.50 
50 06 

.... 

45.~87 

.,. 
**  

47 40 
47 35 
5764 
48 8G 

43 00 
.- 
_- .- 

48 l o  
39.3% _ -  

_ -  
6308 
60.27 
47 62 

47.m % - 
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1 18-024 
SOUTHWEST GAS CQRPORATION 

2004 ARIZONA GENEFWL RATE CASE 

ACC LEGAL DIVISION DATA REQUEST NO. 12 
* * *  

SWGS DATA REQUEST NO. STAFF-SHmq2 
(STAFF-SH-I 2-1 THROUGH STAFF-SH-? 2S2) 

Request No. STAFF-SH-I 2-24: 

[Hanley Direct, p. 27, II. 9-42] Please provide a complete copy of any prior 
testimony presented by Mr. Hanley for a utility Wm whose market price was belaw 
book value and far which, he noted that the DCF result overstated the cost of 
equity capital. 

Rewondent: Treasury ServicesIFrank J. Hanley 

Rewonse: 

MI. t-lanfey has not retained any of his testimonies relating to the period of time of 
the late 1970s and early 198Os, when DCF cost rates were typically the highest 
rates of the various models for which Mr. Hanley has employed over the years and 
market values were often below book values. During that period, Mr. Hanley did 
not specifically state that the DCF cost rate overstated the cost of common equity 
because there was no decided trend among regulatory agencies for exclusive use 
of the 5CF model. However, Mr. Haniey implicitly recognized that the DCF model 
then overstated the cost of common equity by avoiding exclusive reliance upon the 
DCF model. It is for this reason that Mr. Hanley advocates the use of multiple 
models at all times and the avoidance of exclusive use of any single mode!, 
including the DCF, consistent with the Efficient Market Hypothesis (EMH). 

a 
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* Frank Hanley 

~ 

F rorn: 
10: <profmorin@msn. corns 
Sent: 
SubJact: ECAPM 

Dr. Motin, 

"Frank Hanfey" <fhanley@ausinc corn' 

Thursday, August 31,2000 3: 18 PM 

Quite some time ago I sent you e mail about the ECAPM. You replied that critics were 
wrong when they say that using the ECAPM with adlusted beta Is B double counting. 
You said that you woutd provide me with some proof. Could you please send me something 
or point me to specific empiribat support that use af adjusted beta in the ECAPM is 
not double counting 7 

I know that you are a very busy man so I give you many thanks in advance for any time 
you take in responding to me 

Appreciatively, 

Frank Hanley 



Exhibit _Lc (FJH-26) 
Sheet 2 of 4 

Frank Hanley 

From: "profmorin" <profmorin@email. msn corn> 
To: &anley@ausinc-com> 
Sent: 
Attach: 
Subject: Re: ECAPM 

Dear Frank: 

Friday, September 01,2000 I 151  AM 
response to F Hanley. doc 

I have attached a response to your concern. I also point out that the New York PSC has endorsed the Mon'n 
ECAPM following the rngsslve generic cost of capital hearing of a few years ago.. I have the exact cite if you 
need it. 

- Original Message - 
From; &g& _ M a n l ~  
To: nrotinorintEarnsn corn 
Sent: Thursday, August 31,2000 4 18 PM 
Subject: ECAPM 

Dr. Marln, 

Quite same time ago I sent you e mall about the ECAPM. You replied that critics were 
wrong when they say that using the ECAPM with adjusted beta is a double counting. 
You said that you would provide me with some proof. Chutd you please send me something 
or point me to specific empirical support €hat use of adjusted beta in the ECAPM is 
not double counting 3 

i know that you are a very busy man so I give you many thanks in advance for any time 
you take in responding to me. 

Appreciatively, 

Frank Hantey 
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MORIN ECAPg 

Some have argued that the Morin ECAPM constitutes a double beta 

adjustment. I do not share the view that the ECAPM is equivalent to a beta 

adjustment. 

There are two distinct separate issues involved wh8n implementing the CAPM. 
First, given the validity of the standard CAPM, what is the best proxy for expected 
beta? Second, and more fundamentally, does the standard form of the CAPM provide 
the best explanation of the risk-return relationship observed on capital markets? 

i. Beta measurement 

Unadjusted raw betas are inappropriate to use in a CAPM analysls. The 
raw unadjusted beta is not the appropriate measure of market risk to use. 
Current stock prices refled expected risk, that is, expected beta, rather than 
histurlcal risk or historical beta. Historicel betas, whether raw or adjusted, are 
onfy surrogates for expected beta. The best of the two sunagates is adjusted 

beta a ta Value Line, Merrill Lynch, and Bloomberg betas. 

a 
ii. Standard CAPM 

There have been rauntiess empirical tests of the CAPM to determine to 

what extent security returns and betas are related in the manner predicted by the 
CAPM. The results of the tests support the idea that beta is related to security 

returns, that the risk-return tradeoff is pasitive, and that the  relationship is linear- 
The contradictary finding is that the fisk-return tradeoff is not 0s steeply sloped 
as the predicted CAPM. That is, tow-beta securities earn returns somewhat 
higher than the CAPM would predict, and high-beta securities earn less than 

predicted. This is one of the mast well-known results in finance. A CAPM-based 

estimate of cost of capital underestimates the return required from low-beta 

securities and overstates the return from high-beta securities, based on the 

empirical evidence. The empirical form of the CAPM refines the standard form of 
the CAPM to account far this phenomenon. 0 
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Thus, I do not share the view that the ECAPM is equivalent to a beta 

adjustment,. For utility stocks with betas fess than one, the CAPM understates 

the return. The ECAPM allows fer the CAPM's inherent bias by ascribing a 
higher intercept and flatter slope to the CAPM . The ECAPM is a return (Y-axis, 
vertical axis) adjustment. it Is not a beta risk (x-axis, horizontal) adjustment. 
The ECAPM is not an attempt to increase the beta estimate, which would be a 
horizontal x-axis adjustment. The ECAPM is a return adjustment rather than a 
risk adjustment. 

Th8re is a huge financial literature which supparts both the use of the 

ECAPM and the use of adjusted betas. The empirical support ibr adjusted betas 
and for the ECAPM is summarized in Chapter 13 of my book, Rmu1atot-y 
Finance, Public Utility Reports Inc., Arlington, Va., 1994. 

With few exceptions, the empirical studies support the finding that the 
implied intercept term exceeds the risk-free rate and the slope term is less than 
predicted by the CAPM. 
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Page 1 of 4 

LLLINOlS C O W R C E  COMMISSION 
DATA REQUEST 

REQUEST NUMBERS MGM 3.01 - MGM 3.19 

Utility Company: MidAmerican Energy Company 

Docket No .: 01-0444 

Date of Response: August 14, 2001 

MGM 3 03 On Exhibit No. 4.0, page 24, Dr. Morh states, “It is well established in the 
academic finance literature that the CAPM produces a downward-biased estimate 
of equity cost for companies with a beta of less than 1 .OO.” Daes Dr. Morin agree 
that this downward bias is part of ihe justif cation for using adjusted betas? If not, 
please explain why, in addition to an adjustment to beta, an adjustment to the 
CAPM formula is necessary and provide any academic hance  literature to verify 
that position. For all such literature provided, include references to the types 
(e g , raw or adjusted) of betas discussed therein. 

Response: 

There are two distinct separate issues involved when implementing the CAPM. First, given the 
validity of the standard CAPM, what is the best proxy for expeded beta? Second, and more 
fundamentally, does the standard form of the CAPM provide the best explanation of the risk- 
return relationship observed on capital markets? 

1. Beta measurement 

Empirically, it is common knowledge that betas are estimated with measurement error High 
estimated betas will tend io have positive error (overestimated) and low estimated betas will tend 
to have negative error (underestimated) Therefore, it is necessary to squash the estimated betas 
in towards Z 00. This is typically done by measuring the exqent to which estimated betas tend to 
regress towards the mean over time This adjustment is routinely peflormed by investment 
services such as Value Line, the most widely circulated source of investment information to 
investors, Memll Lynch, and Bloomberg. In accordance with this approach and with the 
empirical literature which strongly supports this procedure, Dr Morin uses the same beta 
adjustment procedures as ihe investment services by giving 2/3 weight to the measured raw beta 
and 1/3 weight to the prior value of 1 .O for each stock This widely-used formula essentially 
pushes high betas down toward 1 0 and low betas up toward 1.0 The empirical evidence shows 
that the beta adjustment procedure used by investment services gives fx better beta predictions 
than the unadjusted figures 

-1- 
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Unadjusted raw betas are inappropriate to use in a CAPM andysis. The raw unadjusted beta is 
not the appropriate measure of market risk to use. Current stock prices reflect expected risk, that 
is, expected beta., rather than historical risk or historical beta Wistorical betas, whether raw or 
adjusted, are only surrogates for expected beta The best of the two surrogates is adjusted beta, 

A myriad of empirical tests of the CAPM have shown that the risk-return tradeoff is not as 
steeply sloped as that predicted by the CAPM. That is, lowbeta securities e m  returns 
somewhat higher than the CAPM would predict, and high-beta securities e m  less than 
predicted. This is one of ihe most widely kn>wn empirical findings of &e finance literature. 
This literature is summarized in Chapter 13 of Dr. Morin's book [Renulatory Finance, Public 
Utilities Report hc., Arlington, VA, 19941. 

Explanations for these results include the following: 

1. 

2. 

3. 

The CAPM excludes other variables that are important in determining secwity returns. 
The market index used in the tests excludes important classes of securities, such as bonds, 
mortgages, and business investment. 
Constraints on investor bonowing exist cordrary to the assumpfion of ihe CAPM. 

Several finance scholars have developed refined and expanded versions of the standard CAPM. 
These enhanced CAPMS qpically produce a risk-return relationship that is flatter than the plain 
vanilla CAPM prediction. This is exactIy what Ihe empirical CAPM contained in Dr. Mon%'s 
testimony accomplishes It produces a risk-return tradeoff that is flatter than the risk-return 
tradeoff predicted by the standard C U M ,  and better approximates the observed relationship 
between risk and return in capital markets 

The following empirical studies in the finance literature support fhe notion that the standard 
CAPM understates the required rdurn for securities with betars less than unity, and overstates the 
relum for securities with betas greater than wily. Since electric utilities have betas less than 
unity, the standard CAPM produces a downward-biased estimate of &e cost of capital for 
electric utilities. 

Friend, I. and Blume, M.E. "The Demand for Risky Assets." American Ecorzomic Review, 
Dec. 1975,900-922 

Bfack, F., Jensen, MC., and Scholes, M. "The Capital Asset Pricing Model: Some 
Empirical Tests." Reprinted in Studies in fhe Theory of Capital Markeis, Edited by M C 
Jensen, 79-124 New Yo& Praeger, 1972 

Blume, M.E. and Friend, I. "A New Look at the Capital Asset Pricing Model " Journal uj 
Finance, March 1973, 19-34. 

-2- 
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Blume, ME. and Husic, F "Price, Beta, and Exchange Lishg." Journal ojRmnce, 
May 1973,283-299. 
Fama, E4F. and Macbeth, J ,  "Risk, Return, and Equilibrium: Empirical Tests." JourmZ of 
Political Economy, June 1973,607-636 
Banz, R.W. "The Relationship Between Return and Market Value of Common Stock 'I 
Journal ofFiiPlancin1 Ekonomics, March 1981,3-18. 
Litzenberger, R H and Ramaswamy, K. "The Effect of Personal Taxes and Dividends on 
Capital Asset Prices: Theory and Empirical Evidence +' Journal OfFinancial Economics, 
June 1979,163-196 
Litzenberger, R H., Ramaswamy, K and Sosin, H (1980) 'On the CAPM Approach to the 
Estimation of a PubIic Utility's Cost of Equity Capital, Journal of Finance, 35, May 1980, 369- 
83 
Kraus, A and Litzenberger, R.H (1976) ccSkewness Preference and the Valuation of Risk 
Assets, Journal of Finance, 31,1085-99, 
Friend, I , Westerfield, R., and Granito, M (1978) 'Wew Evidence on the Capital Asset Pricing 
Model, Journal of Finance, 23,903-916 
M o a  R A  (1981) "htertempord Market-Line Theory: An Empirical Tesf" Financial Review, 
Proceedhgs of the Eastern Finance Association, 1981 

The empirical approximation to the CAPM that Dr Moxb utilizes in his testimony is consistent 
with both theory and empirical evidence, and has the added advantage of computational 
simplicity. The traditional version of the CAPM is given by the following: 

g = RF+PmM-&) 

As discussed above, the statistical evidence indicates that the risk-return relationship is flatter 
than that predicted by the CAPM. For example, over the period 1926-1984, the empirical 
evidence cited in Dr. MOWS book indicates that the expected relum on a security is actually 
given by the following equation: 

RETURN = ,0829 + 0520 p 

Given lhat the risk-fiee rate over the estimation period was approximately 6%, this reIatiomhip 
implies that lhe intercept of the risk-return relationship is higher than the 6% risk-free rate, 
contrary to the CAPM's prediction. Given the seminal Ibbotson-Sinquefield result that the 
average return on an average risk stock exceeds the risk- free rate by about 8.0% in that period, 
that is, & - &) = 8%, the intercept ofthe observed relationship between return and beta 
exceeds lhe risk-free rate by about 2%, or 1/4 of 8%, and the slope of lhe relationship, -0520, is 
close to 3/4 of 8%. Therefon; the empirical evidence suggests that the expected return on a 
security is related to its risk by the foIfowing approximation: 

-3- 
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where x is a fiaction to be determined empirically. The value of'x was &ally derived by 
systematically varying the constant "x" in that equation from 0 to 1 in steps of 0.05 and choosing 
that value of X that minimized the mean squm error between the observed relationship, 

RETURN = .0829 + ,0520 p 

and the empirical shortcut CAPM EonnuIa The value o€ x that best explained the observed 
relationship was between 0.25 and 0.30. For reasons of conservatism, I selected ihe low value of 
y 0.25. E x  = 0.25, the equation becomes: 

To the best of Dr. Morin's knowledge, mast of the aforementioned studies utilize raw betas 
raher than Value Line adjusted betas The latter were not available over most of the time 
periods covered in these studies Dr, Morin's own empirical investigation of the relationship 
between return and Value Line adjusted betas is quite consistent with the general findings of lhe 
literature cited above. The graph below shows the observed relationship between DCF returns 
and Value Line adjusted betas that is much flatter than that predicted by the plain vanilla CAPM. 

Return vs Beta Risk 
NYSE Stocks 1/2000 

I 15 I 1 

I t  ' 1 
0.50 0.60 070 0 8 0  0.90 1.00 1.10 t 20 1.30 I 40 i 50 

Beta Risk 
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Irruestments: Analysts und Managemen! 

Copy&ht (B 1391,1986,1980,1976, I S n  by McCim-Hill, Inc. A1I tights reserved. 
Pn'nted in the United States of Arne*. Except os permitted under thc United States 
Copyright Act of 1976, no part of this pubkatSon may be reproduced OF disUr7uted 
in any form or by any means, or stored in B data bas0 or retdevd SYS~EDI, without 
tbe prior written permission of the publisher* 

l23456789ODQC DOC 9 5 4 3 2 3 0  

ISBN n-a311a~lr4-5 

This book was set la Times R o w  by fftned Graphic Services, hc. 
The editors were Ken MacLeod and lra Roberts; 
the designer was Robin Hessel; 
the production supervisor was Friederich W. Schufle. 
New drawings wcrn done by J&R Services, lac. 
R. R Donnelley B Sons Company was printer and binder. 

Library of Congress C8ktbghg4n-Fablimtion Dnls 
Francis, Jack Clark. 

Xnvmlmenks Analysis and magement I Jeck Clark Fmci5.- 
5th ed. 

fnciudes bibhgraphical reFmces. 
ISBN 0-07-021814-5 
1. Investments. 2. Securities- 3. Finaacial futures. 

4. Arbitrage. 1. Titls. II. Series. 
H0452LF685 1991 
332.64~20 90-33289 

p- cm.-(McGraw-Hill scries in finance) 

I. 
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3efa Measurements The beta cocfiicient is an tndex ofsystemdlic risk“ Beta 
coefficients m y  be used €or ranking the systematic risk of different assets. If 
the beta is larger lhan 1. Q > 1.0, then the asset is more volatile rhan the market 
and is  called an nsset, If the beta fa less than I, & € 1.0, the asset 
is a defensive asset; its pnce fluctaadons are less volatile than the market’s. 
Figure 10-1 itlustrates the characteristic Unesfor tbree dSereat assets that bave 
low, medium, and high levels of beta (or undiversifiable risk). 
Figure €0-2 shows that IBM is a stock with an average amount of systematic 

risk. LBM’s beta of 1.02 indicates that Its return tends to increase 2 percent 
more than the return on the market average when &e market is rising. Wen 
the market fails, IBMs return tends to fali 2 percent more than the market’s. 
The characteristic line for U3M bas an above average correlation coeeicient of 
p = ~ 4 9 5 ,  iudicath~ bat the returns on security fonow its particular 
characteristic line sfiightly mom clasely than those of the average stock. 

Pdiranlng Risk TOM risk can be measured by the variance of returns, denoted Var(r). This 
measure of total risk k partitioned inrb its systemallc and tmy.sremaiic cum- 
ponents in Equarion (lM).’ 

Var(r1) = total risk of ~zh asset 
= Vat(U1 4- brrcnt 4- erJ 

= 0 -I- V a r ( 6 ~ ~ 3  -i. Var(ef,d 
by substitutiug (a, I- btr,, 4- et.#) for rt,, 

since Var(aJ = 0 (10-8) 

(10-84 
Vat(rJ = bf Var(r,) -18 Var(e) 

A1389 = .00780 I-  -00609 

since Var(b,r,) = b? Varfr,,,) 
= systematic 4- unsystematic risk 

for IBM 
The unsystematic risk measure VMe) is called in regression Iangutigtz the 

residual vuriunce or, syuooymously, the standard error squared. 

Undlversliiable Praportfon The percentage of totat risk that is systematic can 
be measured by the coefficient of deterhation pz (that is, the characteristic 
line’s squared cornlation coefficient}. 

’In lhis context, pP*tltion is a technical statistical tern that means to divide the total 
variance into rnurtrulh, exchive and uharrstive pieces. This partition is only posmile 
ifthe returns from the market we statistically independent from the midual error terms 
that accur simultaneously, COV(L,, a3 = 0. The mathstnatks of regression analysis 
will orthogonalize the nsiduaIs and thus ensure that the necdsd statistical independence 
txiats. 
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Diverniflabfe Pmporftan The percentage of unsystematic risk equals (1.0 - 
P”- 

= 43.8% unsysbmatic for IBM 
Suldies of tbe characteristic lines of hundreds of stocks Iisted on the NYSE 

indicate that the average comIation coefficient is approxiimtely p = IUS 
means that about pz = 22 percent of the total vdabi%ty of return in most 
NYSE securities is explained by movements in the market. 

Syskmodc risk p2 2 5  -561 7 

1-00 1.0MD Total risk lQO% 
Unsystematic risk (1.0 - pf) __ ,75 ,4383 

As expSained above, systematic changes ace common to all stocks and are 
therefore undiversifiable, 

A primary use af the characteristic line (or market model, or the single-index 
model, BS it is also called) is to assess the risk charactenstics of one assetg 
The; statistics in Table 10-2, for instance, indicate that IBM’s wmmon stock 
is slightly more risky than the average common stock in terns of total risk and 

me rtverage p was found to be about 5, as reported in NIarShl Blume. “On the 
Assessment offisk,” Journal ofFihmce, M m h  1971. p. 4.. For similar t s h ~ t c s ,  see 
3. C. Fraacls, “Statistical Analysis of Risk SHrrogatCs for NYSE Stocks.” Journal of 
Financial mrd Quancilucive AM5sis.  Dee. 1!379. 
9frofessor J c w n  refomuIated the characteristic line in a risk-premium Tom- Sea 
M. C. Jursen, ”The Podommce of Mutual Funds in the Period 1945 through 1964,” 
Journal ofFCnanc8, May 1968, pp- 389416. See also M. C. Yensen. “Risk, fhe Pricing 
of Capital Assets, and the Evaluation of Investment Portfolios,” Jomal ofBusiners. 
vol. XLII, 1969. Jeensen interprets the alpha intercept term of the characteristic line, a5 
be formulates it, as an investment perfomawe mensure. It has been suggested that 
Jensera’s performance measure is biased. Sce KeUb V . Smith and Dennis A. Tito, “Risk- 
Return Mutsurc~ of &-Post Portfolio Performance,” Journd of Fhanciol ahd @an- 
rkativt? Anulysls, Dtx. 1969. vola IV, no. 4, p. 466. 
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systematic New risk measurements must be made periodically, however, 
bwusa the risk and return of an asset may change with the passage of time.“ 

10-3 OAPRAL ASSR PRICING MOD# [CAPM) 

An old axiom states “there i s  no such thing as a free lunch.” This means that 
you cannot expect to get something for nothing-a mle that certainly appIies 
to investment returns. Investors who want Io earn high average rates of return 
must #se high risks and endure the associated loss o€ sleep, the possibiity of 
ulcers, and the chance of bankruptcy I The question to which we now turn is: 
Should investors worry about total risk, undiversifiable risk, divetsiiiablc risk, 
or atl three? 

In Chapter 1 it was suggested that investors sliould seek investments rhos 
have the maximum expected refum in rheir risk class. Their happiness from 
investing is presumed to be derived 89 indicated in the expected utility E(U) 
FuDction below. 

E W )  = mm, 4 
The investment preferences of wealth-seeking risk-averse investors represented 
by the funcdon above cause them to maximize their expected umty (or, equiv- 
alently, happiness) by (I) rnax‘unizing their expected rehun in any Xjven risk 
class, aE(v)laE(r) > 0. or, conversely, (2) minimiting their total risk at any 
given rate of expected return, aE(U)/i?rl. e 8. However, in selecting individual 
assets, investors will not be particularly concerned with the asset’s total risk 
Q. Figure 9-1 showed that the unsystematk portion of total risk can be easily 
diversified by hoIding a portfalio of Merent securities.. But, aystematic risk 
affects all stoclcs ia the market because it is undiversifiabte. Fortfolio theory 
Lherebre suggests that only the undiversifrabk (or systematic) risk is worth 
avoiding.lX 

%atemcats about the relative degree of total risk are made la the context of o. long- 
run horizan-that is, over at leust ont complete business cycle. Qbviortsly, M accurate 
short-ruo brecast which SQyS that fmme particuhr company WilI go bankrupt nexl 
quarter makes it more dsky than IBM, &though IBM miry have had more historical 
variability of return. 
%mpirid studies documenting the interternpod instability of betas have been pub- 
lished. Marshall Blume, “Betas md Their Regrcssian Tendencies,” JournalofFinnnce, 
June 1975, pp- 785-79 See dsoJ C. Francis, “Statistid Analysis ofRisk Coefficients 
for NYSE Stocks,” Juumal of Finamlal and Quunrlrarhrc Annlyysis, h c .  1979, vol. 
XIV. no. S, pp. 981-997. An append&% at the end ofthis chapter reviews some evidence 
about shifting be-, standard deviations, and correlations. 
*zBotb the systematic nod unsystedc portions of ~ootal fisk must be considerad by 
undilversffied invalors. Enuepmeun who have their entire net worth invested in one 
businessI for example, can be bankrupted by a piece af bad luck that couid be easUy 
averaged away to zzro ia a diversified portfolto. Poorly diversified investors should not 
treat diverslfieble risk lightly.. Only well4iverslcd investom can &ord to ignore div- 
ersiAable risk.. 
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Southwest Gas Corporation 
Docket No. G-01551A-04-0876 

BEFORE THE ARIZONA CORPORATION COMMISSION 

Prepared Rejoinder Testimony 
of 

FRANK J. HANLEY 

I. PURPOSE 

Q.1 

A. 1 

Q.2 

A.2 

Q-3 

A.3 

Q-4 

A.4 

Please state your name, occupation and business address. 

My name is Frank J. Hanley and I am President of AUS Consultants - Utility 

Services. My business address is 155 Gaither Drive, P.O. Box 1050, Moorestown, 

New Jersey 08057. 

Are you the same Frank J. Hanley who previously submitted direct and rebuttal 

testimonies in this proceeding? 

Yes, I am. 

What is the purpose of this testimony? 

The purpose of this testimony is to address certain aspects of the surrebuttal 

testimonies of Arizona Corporation Commission Staff (Staff) Witness Stephen G. 

Hill and Residential Utility Consumer Office (RUCO) Witness William A. Rigsby 

concerning their surrebuttal testimonies as they relate to my recommended comrnon 

equity cost rate methodologies. This testimony is organized by witness. 

Have you prepared exhibits in support of this rejoinder testimony? 

Yes. I have prepared seven exhibits which have been marked for identification as 

Exhibits - (FJH-29) through (FJH-35). 
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2 STAFF WITNESS STEPHEN G. HILL 
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Q.5 On page 12 of his surrebuttal testimony, Mr. Hill cites a Pennsylvania 

Commission case from 1999 (City of Lancaster (Water)) that suggests the 

Commission as “rejecting reliance on other methods and citing its own 

‘consistent reliance on the DCF’ ”. Please comment. 

A.5 In a much more recent decision, in an Order adopted December 2, 2004 in Docket 

No. R-00049255 in re PPL Electric Utilities Corporation, the PA PUC stated: 

The ALJ interpreted our previous actions in PA WC and Aqua as not 
compelling the use of other methods such as RP and CAPM to form 
an equity return based upon a composite of the DCF and other 
methods. We agree with the Aw insofar as these prior actions do 
not compel the use of methods in addition to the DCF method. 
However, we conclude that methods other than the DCF can be used 
as a check upon the reasonableness of the DCF-derived equity return 
calculation. We note that all of the parties in this proceeding with the 
exception of the OTS have done so. We will also use the results of 
the CAPM and RP methods as a check on the reasonableness of our 
DCF calculation. (page 67) 

Based upon our analysis and review of the record evidence, the 
Recommended Decision and the Exceptions and Replies thereto, we 
reject the AM’s recommendation to adopt of (sic) the unadjusted 
return of 10.25% calculated by the USDOD. Although weJind the 
10.25% figure to be a good starting point, it does not reflect the 
Jinancial risk resulting from the divergence between the market and 
book value of PPL ’s common equity. (italics added for emphasis) 
(pages 68-69) 

We jind it reasonable that a jinancial risk adjustment, as proposed 
by PPL, is necessary to compensate PPL for the mismatched 
application of a market-based cost of common equity to a book value 
common equity ratio. The adjustment is necessary because the DCF 
method produces the investor required return based on the current 
mark& price, not the return on the book value capitalization. (italics 
added for emphasis) (page 70) 
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Based upon the foregoing discussion, we conclude that a financial 
risk adjustment to the market-derived DCF return of 10.25% for 
PPL’s Electric Company Proxy Group is appropriate at this time. 
This places the DCF return on a constant basis with the greater 
financial risk inherent in PPL ’s book value-derived capital structure 
ratios. Accordingly, we adopt a 45 basis point adjustment for 
increasedfinancial risk offered by PPL as reasonable at this time. 
(italics added for emphasis) (page 71) 

Those returns indicated by alternative, standard cost-estimation 
techniques provide additional measures so as to test the 
reasonableness of our DCF-based cost of equity capital rate of 
10.70% (10.25 + .45 for financial risk). The PPL CAPM study 
produces a 10.70% return rate for its Electric Company Proxy Group. 
A USDOD CAPM study estimates an appropriate equity return of 
11 .OO%. The USDOD risk premium result is 10.44%. The OCA 
estimates a CAPM range of 9.0 to 10.0%. Additionally, PPL has 
presented a risk premium analysis that indicates an appropriate return 
on equity for its Electric Proxy Group of 1 1.75%. 

Based upon the evidence of record, we find a range of 
reasonableness @om 10.25% to 11.0%. We find hrther that within 
that range a cost of common equity of 10.70% is reasonable, 
appropriate and in accord with the record evidence. (italics added 
for emphasis) (page 72) 

The foregoing fiom the Pennsylvania Commission’s more recent Order 

28 demonstrates that the Pennsylvania Commission does not reject consideration of other 

29 methods. Moreover, the Pennsylvania Commission recognizes by the adjustment 

30 made “for financial risk” that a DCF return requires “a financial risk adjustment” in 

31 order to “compensate for the mismatched application of a market-based cost of 

32 common equity to a book value common equity ratio.” 

33 Q.6 At the bottom of page 12 and the top of page 13 of his surrebuttal testimony, Mr. 

34 Hill provides a quotation from an Order of the Iowa Utilities Board and suggests 

35 that that regulatory body “changed its tune” regarding the DCF equity cost 

36 e estimates. Has the Iowa Utilities Board really changed its tune? 
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A.6 No. The Iowa Utilities Board has consistently utilized the DCF and, in order to 

determine whether it relies upon the DCF results, utilizes the Risk Premium method. 

Whether or not the DCF results are utilized depends upon the range of cost rates 

derived and where the DCF results lie. For example, immediately following Mr. 

Hill’s quote which ends with “the Board has generally looked first at the results under 

the various DCF models”, Mr. Hill neglected to add the last sentence of that 

paragraph which states as follows: 

The DCF results range fiom 8.2 percent to 13.6percent, varying due 
to differences in proxies and data inputs, especially growth. (italics 
added for emphasis) (Iowa Utilities Board, Docket Nos. RPU-02-3, 
RPU-02-8, and ARU-02-1, issued April 15,2003, page 61) 

At the bottom of page 62 of the Order, the Board confirmed that it still uses 

the same methodology it has used for years when it stated: 

The Board uses a risk premium model to check or validate the DCF 
results (italics added for emphasis) (page 62 of the Order) 

Further, at page 63 of the Order: 

“After reviewing the various results produced by the diflerent 
methods, the Board will adopt 11.15% as the cost of common equity. 
This is within both the DCF range and the Board’s risk premium 
range. (italics added for emphasis) (page 63 of the Order) 

It should be very clear from the foregoing that Mr. Hill is incorrect and that 

the Iowa Utilities Board did not change its tune. Moreover, the awards made by the 

Iowa Utilities Board of 1 1.15% and the recent award of 10.70% by the Pennsylvania 

Commission to PPL Electric Utilities (supra) confirm the gross inadequacy of the 

recommendations of Mr. Hill as well as Mi. Rigsby in view of Southwest’s BBB-, or 

bottom of investment grade bond rating). 
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Q.7 

A. 7 

At page 13, line 12 through page 16, line 25 of his surrebuttal testimony, Mr. Hill 

states that you believe that market-to-book ratios are not meaningful in utility 

cost of capital analysis. Please comment. 

I have not suggested that market-to-book ratios are not meaningful in utility cost of 

capital analysis. What I have stated is that when market values are well in excess of 

their book values and are impacted by many factors other than the alIowed rate of 

earnings on book equity, a DCF-determined common equity cost rate invariably 

understates the rate of return required by investors. This is because investors expect 

the return on the price that they pay for a common stock, not on its book value. 

Roger A. Morin, in his book, Remlatorv Finance - Utilities’ Cost of Capital, 

at pages 265-266 discusses reservations regarding the use of market-to-book ratios in 

the regulatory process. Those pages are presented here as Exhibit - (FJH-29) and 

consist of 3 Sheets. Sheets 2 and 3 contain Dr. Morin’s discussion as to why it is 

incorrect to assume that if market-to-book ratios are greater than 1, that a utility is 

over-earning when he states: 

It should be pointed out that M/B ratios are determined by the 
marketplace, and utilities cannot be expected to attract capital in an 
environment where industrials are commanding M/B ratios well in 
excess of 1.0. Moreover, if regulators were to currently set rates so 
as to produce a MA3 ratio of 1.0, not only would the long-run target 
ME3 ratio of 1.0 be violated, but more importantly, the inevitable 
consequence would be to inflict severe capital losses on 
shareholders. Investors have not committed capital to utilities with 
the expectation of incurring capital losses fiom a misguided 
regulatory process. 

The fundamental goal of regulation should be to set the expected 
economic profit for a public utility equal to the level of profits 
expected to be earned by jrms of comparable risk, in short, to 
emulate the competitive result. ... This suggests that a fair and 
reasonable price for a public utility’s common stock is one that 
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produces equality between the market price of its common equity 
and the replacement cost of its physical assets. (italics added for 
emphasis) (page 266 of original text and Sheet 3 of Exhibit - (FJH- 
29) 

In addition to the foregoing, it is clear that the Pennsylvania Commission 

adheres to this principle because it recognizes that market prices above book value do 7 

not indicate that the utility is over-earning and makes an adjustment in order to 8 

compensate for this fact as confirmed by the PPL Electric Utilities Corporation Order 9 

cited supra. 

Please comment on Mr. Hill’s discussion at page 15 of his surrebuttal testimony, 

10 

11 Q.8 

A. 8 

lines 20 through page 16, line 2, wherein he suggests that investors establish their 12 

market prices based only on the rates of earnings on book equity of utilities. 13 

That is just not the case. Although earnings expectations are meaningfbl to investors 14 

in LDCs in the current deregulated market environment, many other factors affect 

market prices and hence market-to-book ratios. For example, as shown at page 26 of 16 

my direct testimony, Phillips and Bonbright confirm that there are many factors that 17 

affect the market prices of utilities. As Bonbright states: 18 

[I]n short market prices are beyond the control, though not beyond 
the influence of rate regulation. 

19 
20 
21 
22 Moreover, because the growth portion of investors’ total returns are derived 

from changes in market values (growth in market value is the “growth” that analysts 23 

attempt to estimate for use in the DCF model through the use of accounting proxies 24 

for such growth (e.g., growth in EPS)), it is the rates of return on investors’ market 25 

values that are relevant to investors. Indeed, because regulation is a substitute for the 26 

presumed absence of competition similar to that experienced by non-price regulated 37 
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firms operating in the competitive market, it is important that utilities have the ability 

to: 

attract capital in an environment where industrials are commanding 
market-to-book ratios well in excess of 1 .O. . . .The fundamental goal 
of regulation should be to set the expected economic profit for a 
public utility equal to the level of profits expected to be earned by 
firms of comparable risk, in short, to emulate the competitive result. 
(Morin, supra) 

The Pennsylvania Commission also recognizes that market prices reflect 

11 more than returns on book equity ( eg ,  PPL Electric Utilities Corporation Order cited 

12 supra). 

13 
14 Q.9 Please address Mr. Hill’s testimony at page 19, line 7 through page 20, line 15 of 

15 his surrebuttal testimony relative to your discussion of DCF cost rates and 

16 

17 

whether they over- or understate common equity cost rate. 

I have stated many times in my testimonies over the years that when market values A.9 * 
18 are below book values, DCF cost rates likely overstate common equity cost rates. Mr. 

19 Hill apparently does not like my response to Staff Data Request Staff-SH-12-24, 

20 accompanying my rebuttal testimony as Exhibit - (FJH--25), Sheet 1 of 1, which 

21 explains why multiple cost of equity models should be used. Clearly, the 

22 Pennsylvania Commission, which Mr. Hill cites as authority, concurs that a market- 

23 determined DCF cost rate understates the cost rate applicable to book equity when 

24 market price exceeds book value (PPL Electric Utilities Corporation Order cited 

25 supra). 
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Q.10 Beginning at page 20, line 17 through page 23, line 33 of his surrebuttal 

testimony, Mr. Hill discusses the CAPM and all that he believes is incorrect 

about its use. Please comment. 

I am pleased that, despite all of his reservations about it, Mr. Hill continues to apply it 

(albeit incorrectly) to estimate the cost of common equity capital (page 23 of his 

surrebuttal testimony). He cites a recent article about the CAPM by Fama and French 

(pages 22-23 of his surrebuttal testimony). Fama and French state: 

A. 10 

. . .attraction of the CAPM is that it offers powerful and intuitively 
pleasing predictions about how to measure risk and the relation 
between expected return and risk. 

A similar statement can also be applied to the DCF model, which is that it 

offers powerful and intuitively pleasing predictions. Please note, however, as to just 

how imprecise the DCF results can be because so much depends upon, as the Iowa 

Utilities Board stated: 

. . .differences in proxies and data inputs, especially growth (italics 
added for emphasis) (supra) 

The Iowa Utilities Board was forced to consider from various applications of the DCF 

model in the Interstate Power & Light Company case (supra) cited by Mr. Hill, albeit 

for an incorrect proposition. The DCF results in that case ranged from 8.2% to 

13.6%, a staggering difference which certainly confirms the imprecision of the DCF 

model. 

Moreover, Fischer Black, who previously responded to Fama and French’s 

findings relative to a similar article published in 1992 concluded that individuals or 

firms should continue to use the CAPM and beta to value investments and to choose 

portfolio strategy. The fact is that investors do continue to utilize beta and CAPM. 
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1 That is obvious based upon its widespread continued use by organizations such as 

i 2 Value Line and Merrill Lynch. 

3 Exhibit - (FJH-30), which consists of 4 Sheets, is a copy of a letter fi-om 

4 Merrill Lynch’s Chief Quantitative Strategist to a staff member of the Federal Energy 

5 Regulatory Commission regarding FERC’s unauthorized use of Merrill Lynch’s 

6 DDM model. This letter is a matter of public record and was obtained fi-om FERC’s 

7 internet site as it was an exhibit in a Trailblazer Pipeline Company case in Docket No. 

8 RP-03-162 and was designated as Exhibit No. TPC-153 in that proceeding. The 

9 important point to be made herein is that Mr. Bernstein, Merrill Lynch’s Chief 

10 Quantitative Strategist stated that: 

11 
12 
13 

15 
16 
17 

... it is incorrect to use the DDM’s implied or expected returns 
without simultaneously using a simple Capital Asset Pricing Model 
(‘CAPM? to determine the risk-adjusted hurdle rate or ‘required’ 
return for a company. (italics added for emphasis) (Paragraph 3, 
Sheet 2 of Exhibit __ (FJH-30)) 

It is very clear that recommendations made to investors utilize, at least in part, 

18 the CAPM which continues to be in widespread use by investors and those who 

19 influence investors. 

20 Q.11 How do you respond to Mr. Hill’s rationalization for the use of both the 

21 arithmetic and geometric mean market risk premiums in the CAPM because it 

22 represents “a reasonable and well-balanced course of action’’ as discussed at the 

23 middle of page 24 of his surrebuttal testimony? 

24 

25 

A. 11 His response is a good sound bite. However, because the context of his statement is 

in regard to estimating the cost of capital, it is incorrect. I have previously explained 

26 ~m at pages 37-38 of my direct testimony, and pages 18-21 of my rebuttal testimony, 

I 9 
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Q.12 

A.12 

which need not be repeated here, why & the use of the arithmetic mean is 

appropriate when estimating the cost of common equity capital. Mr. Hill states that 

both arithmetic and geometric averages are published and are equally available to 

investors. While that is true, investors’ knowledge that an actually experienced 

constant rate of change (geometric mean) provides no insight into the potential for 

volatility when making their decisions about potential investments. Investors know 

full well that greater volatility equals greater risk and that only by gaining insight into 

past volatility can they evaluate potential levels of risk. Thus, investors are aware of 

the need to utilize the arithmetic mean to estimate the cost of capital as discussed in 

the financial literature. All of the foregoing is shown in my rebuttal Exhibit - (FJH- 

19), Sheets 4 through 6, and my rebuttal Exhibit - (FJH-20), Sheets 1 and 2 

accompanying my rebuttal testimony and is discussed therein at pages 18-21. 

Beginning at page 26, line 14 through page 27, line 4 of his surrebuttal 

testimony, Mr. Hill discusses pretax interest coverage and indicates that his 

recommendation will provide an opportunity to at least maintain, if not 

improve, Southwest’s credit rating. Please comment. 

Even if h4r. Hill is right and the opportunity for pretax interest coverage is still as 

important as it was, his recommendation will not afford the opportunity for Southwest 

to maintain its current bottom of investment grade BBB- bond rating. I have prepared 

Exhibit - (FJH-31) which consists of 2 sheets. On Mr. Hill’s Exhibit - (SGH-l), 

Schedule 11, he utilized a 40% effective income tax rate and calculated a before- 

income tax overall cost of capital of 10.93%. Of course, that related to his 

recommended capital structure which included only a 40% hypothetical common 

10 
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equity ratio. Whatever capital structure ratios this Commission adopts in establishing 

an overall fair rate of return, Southwest will still have to provide a level of pretax 

interest coverage relative to its actual capitalization and related capital structure ratios. 

Mr. Wood has testified that Southwest’s actual average capital structure ratios for the 

test year ended August 31, 2004 included 60.2% debt, 5.3% preferred equity, and 

34.5% common equity. Utilizing Mr. Hill’s recommended pretax overall cost of 

capital of 10.93%, I calculated that Southwest would be afforded an opportunity for 

pretax interest coverage of only 2.18 times as shown at the top of Sheet 1 of Exhibit 

- (FJH-3 l), or less than the required minimum to maintain a BBB bond rating. 

Although S&P no longer publishes a financial benchmark based upon pretax 

interest coverage, the best insight that can be obtained was the last time that it 

published such benchmarks. Those benchmarks, along with the then corresponding 

benchmarks relative to Southwest’s then business position of “4”’ are summarized on 

Sheet 1. As can be seen, the absolute minimum level of pretax interest coverage 

necessary to maintain a BBB bond rating is 2.2 times. Consequently, the opportunity 

presented by Mr. Hill’s recommendation is inadequate to even sustain the BBB bond 

rating (much less improve it), keeping in mind that if Southwest’s bonds should be 

downgraded again by S&P, there is no place to go except out of investment grade 

quality into junk bond status, i.e., the BB category. If that were to happen, it would 

be extraordinarily costly, if not impossible, to raise all the capital necessary when it is 

~ ~~ 

Current business position is “3”, but cannot be compared to the prior “4”. S&P stated in its June 7, 
2004 Utilities & Perspectives at page 3 re its new assignments, “Each business profile score should 
be considered as the assignment of a new score; these scores do not represent improvement or 
deterioration in our assessment of an individual company’s business risk relative to the previously 
assigned score. (See Exhibit - (FJH-2), Sheets 11-13. 

1 

11 



1 0 
2 

3 Q.13 

4 

5 

6 A.13 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 a 

needed. This is because most institutional investors who purchase the bonds of public 

utility companies for their portfolio of assets require that they be of investment grade. 

Please comment on Mr. Hill’s discussion about your reference to “y-axis” and 

6‘x-axis” adjustments as discussed by him at page 29, line 23 through page 32, 

line 11 of his surrebuttal testimony. 

Mr. Hill’s entire discussion ignores the fact that the “x-axis” adjustment is the 

adjustment to beta for regression bias. The adjusted beta is used in the standard 

CAPM. Results of studies have shown that the standard CAPM consistently 

understates the cost of common equity capital for utility stocks with betas less than 

one. As Dr. Morin states (see my rebuttal Exhibit - (FJH-26), in particular Sheets 3 

and 4 of 4 and Exhibit __ (FJH-27), Sheets 1 through 4)’ the ECAPM is not an 

attempt to increase the beta estimate, which would be a horizontal “x-axis” 

adjustment. The ECAPM is a return adjustment rather than a risk adjustment. 

Mr. Hill’s logic in rejecting the ECAPM is faulty. He states on page 32, lines 

6-8 of his surrebuttal testimony, “Therefore because both adjustments seek the same 

remedy and produce the same effect (increasing the CAPM result for low-beta 

stocks), they are redundant.” It is folly to reject logical, empirical analyses 

substantiated in the financial literature because both adjustments “produce the same 

effect”, i.e., upward adjustments albeit for two different reasons. A hypothetical 

example would be when making a comparison between two companies where one 

company has far greater business and financial risk than the other (e.g., Southwest’s 

greater business and financial risks vis-&vis the proxy groups of LDCs). Mr. Hill’s 

logic would be to reject one of the adjustments because together they “produce the 
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same effect”, i.e., an increase in common equity cost rate even though both 

adjustments are essential in order to arrive at a proper common equity cost rate for the 

more risky company. 

Q.14 At page 32, lines 13-28, Mr. Hill criticizes your comparable earnings analysis. 

How do you respond to his criticisms? 

It is obvious that Mr. Hill does not get it. Since he relies primarily upon the DCF 

methodology, he must believe that the market prices paid by investors reflect 

investors’ 111 assessment of the risk of an enterprise. That total risk consists of 

systematic risk, that which is not diversifiable; as well as unsystematic risk, that 

which is diversifiable. To illustrate my point, I have prepared Exhibit - (FJH-32), 

which consists of 2 sheets. On Sheet 1, I have shown recent Value Line adjusted 

betas as well as unadjusted betas, i.e., those which result purely from the regression 

analyses. The R2 statistics, or coefficient of determination, indicate that systematic 

risk comprises only approximately 22% to 24% of the total risk of Southwest and my 

two proxy groups of gas distribution companies. I prepared and submitted rebuttal 

Exhibit - (FJH-28), which consists of 5 sheets. They are excerpts from a book 

entitled, Investments, Analvsis. and Management, Fifth Edition, by Jack Clark 

Francis of the City University of New York. On Sheet 4 of Exhibit - (FJH-28), Dr. 

Francis demonstrates that total risk is comprised of systematic and unsystematic risk. 

He also shows (on Sheet 3 of my rebuttal Exhibit - (FJH-28), original text page 273) 

that the non-diversifiable portion (systematic risk) is measured by the coefficient of 

determination, i.e., the R2. On Sheet 4, he shows that unsystematic risk (the 

diversifiable portion) is equal to 1 .O - the R2. Thus, Southwest and my proxy groups 
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of gas distribution companies are comprised of, on average, about 23% non- 

diversifiable systematic risk, and approximately 77% of non-diversifiable, 

unsystematic risk. The sum of the two equal total risk. Thus, it is clear that beta is a 

small portion of total risk. Companies which are comparable in both systematic risk 

(measured by the R2 of the regression analyses of market prices) and which are also 

comparable in the unsystematic risk (that portion of the total reflected in market 

prices) are thus comparable in total risk. Consequently, the non-price regulated 

companies which I selected based upon those statistics derived fiom regression 

analyses of market prices are therefore comparable in total risk to Southwest and my 

two proxy groups of gas distribution companies. 

On the surface, it may not seem that a company such as Tootsie Roll could be 

comparable to a gas distribution company. Either Mr. Hill has to believe and endorse 

that market prices reflect investors’ assessment of total risk, or he cannot 

enthusiastically embrace the DCF method as his primary tool. Given the assumption 

that the market prices reflect total risk, as evidenced by the financial literature, then 

apportioning total risk into that which is diversifiable and that which is not 

diversifiable is logical and empirically substantiated. If the non-price regulated proxy 

companies are chosen based upon comparable statistics reflecting systematic and 

unsystematic risk, they are then comparable in total risk. Mr. Hill’s comments are 

incorrect and should be disregarded. 
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RUCO WITNESS WILLIAM A. RIGSBY 

Q.15 

A.15 

Please respond to Mr. Rigsby’s surrebuttal testimony beginning at page 8, line 

10 through page 9, line 7 relative to a utility’s market-to-book ratio and its cost 

of capital. 

Most of the comments offered supra in response to MI-. Hill’s testimony with regard 

to market-to-book ratios and risk as relates to non-price regulated entities apply 

equally to Mr. Rigsby. There is much evidence in the financial literature that market 

prices reflect the impact of many factors which are beyond the influence, if not 

control, of regulators. For example, refer to page 26 of my direct testimony and 

pages 13 and 14 of my rebuttal testimony. In addition, because Mr. Rigsby seems to 

agree with Mr. Hill, who was his predecessor witness on behalf of RUCO in 

Southwest rate case proceedings, then he must believe that the market prices relied 

upon in making a DCF calculation reflect investors’ assessment of total risk. Such a 

notion is consistent with the Efficient Market Hypothesis (EMH) upon which the 

DCF model is premised. I have shown supra, and also in my rebuttal Exhibit - 

(FJH-28), that total risk is reflected in market prices and that total risk can be 

segmented into systematic and unsystematic risks. To utilize Mr. Rigsby’s words, 

“these are facts that the investment community has been aware of for many years and 

still accepts today.” The information shown in my rebuttal Exhibit - (FJH-28) and 

Exhibit - (FJH-32) accompanying this rejoinder testimony demonstrate that if 

companies are similar in both non-diversifiable systematic risk and diversifiable 

unsystematic risk (the latter comprising the largest portion of total risk), then despite 

Mr. Rigsby’s contention to the contrary7 companies that operate in a competitive 

15 
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environment can be similar. Indeed, the non-price regulated companies that I selected 

for use in my comparable earnings analysis were selected based upon the same type 

of criteria shown in Exhibit - (FJH-32). As the information shown in Dr. Francis’ 

textbook (my rebuttal Exhibit - (FJH-28)) indicates, unsystematic risk is represented 

by the standard error of the regression squared divided by total risk (or total risk 

equals 1.0 - the R2 or coefficient of determination). The information derived by 

comparing Southwest’s and my two proxy groups of LDCs in Exhibit - (FJH-14) 

accompanying my direct testimony, Sheets 1 through 5 confirm that the non-price 

regulated companies selected are comparable in total risk to Southwest and each 

proxy group of gas distribution companies. 

Of course, the bottom line is whether one’s recommendation makes sense in 

the context of information provided to investors through investor-influencing 

publications such as Value Line Investment Survey. At page 41 of his direct 

testimony and again at the top of page 9 of his surrebuttal testimony, Mr. Rigsby 

makes reference to the Value Line Investment Survey of June 17,2005 relative to the 

natural gas distribution industry. I have provided a copy of this Value Line page and 

it is designated Exhibit - (FJH-33), Sheet 1 of 1. Please note that Value Line’s 

forecasted common equity ratio for the natural gas distribution industry is 45.5% and 

its forecasted rate of return on common equity is 12.5%. Both of these ratios are 

greater than Southwest’s requested hypothetical common equity ratio of 42.0% as 

well as its requested ROE of 11.70% (if its requested conservation margin tracker is 

approved), or 1 1.95% (if the requested conservation margin tracker is not approved). 
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A.16 

Given Southwest’s bottom of investment grade bond rating, its extremely 

poor record of achieved rates of earnings on book common equity and its 

susceptibility to weather and declining per customer usage, the Value Line data 

confirm that Mr. Rigsby’s (and Mr. Hill’s) recommendations are grossly inadequate 

and that they fail to grasp the true relationship between market-to-book ratios and 

rates of earnings on book common equity. 

Further, confming the gross inadequacy of Mr. Rigsby’s (and Mr. Hill’s) 

recommended rate(s) of return on common equity are the recent allowed rates of 

return on regulated gas distribution companies as shown in my rebuttal Exhibit - 

(FJH-24), Sheet 1 of 1 .  The information shown therein indicates an average award in 

litigated rate cases during the period ending June 30, 2005 of 10.91% relative to a 

common equity ratio of 47.50%. Those companies, on average, are significantly less 

risky than Southwest whose long-term debt is rated at the bottom of investment grade 

(BBB-) and whose actual and hypothetical levels of financial risk are also greater. 

At pages 10-11 of his surrebuttal testimony, Mr. Rigsby discusses market-to- 

book ratios, regulatory allowed rates of return and suggests that a utility’s stock 

is similar to a corporate bond. Please comment. 

The problem with Mr. Rigsby’s thinking on this issue is that, as stated by Morh: 

. . .M/B ratios are determined by the marketplace and utilities cannot 
be expected to attract capital in an environment where industrials are 
commanding M/B ratios well in excess of 1 .O. (Exhibit - (FJH-29), 
Sheet 3 of 3) 

The foregoing from the financial literature, combined with the information 

shown in my rebuttal Exhibit - (FJH-16), Sheet 1 of 1, shows that non-price 

regulated industrial companies consistently have sold above their book values in 
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every year but one since 1947. Also, since many factors affect the markethook ratios 

of public utilities, when regulators set the allowed rate of return on common equity 

based upon the higher market prices (MA3 ratios in excess of 1.0) and apply it to a 

much lower book value of common equity, there is no reasonable opportunity for the 

utility to earn the rate required by investors. 

Q.17 At page 12, beginning at line 18 through page 13, line 4 of his surrebuttal 

testimony, Mr. Rigsby disagrees with your statement that his DCF results 

understate the cost rate to Southwest. He justifies his position by comparing his 

sample LDCs, which had an average beta coefficient of 0.79 with Southwest’s 

beta of 0.75. Please comment. 

As discussed supra and shown on Exhibit - (FJH-32), Sheet 1 of 2, the risk 

associated with beta for Southwest is only approximately 22% (represented by an R2 

of 0.22) of total risk, while diversifiable unsystematic risk is 78% of the total. Mr. 

Rigsby’s proxy group of ten gas distribution companies’ average systematic risk is 

greater, or 24% of total risk (represented by an R2 of 0.24), while diversifiable 

unsystematic risk is 76% of total risk. These statistics mean that Southwest’s non- 

diversifiable risk is slightly greater than that of Mr. Rigsby’s proxy group of ten 

LDCs. However, in order to properly compare the diversifiable unsystematic risk 

between Southwest and the proxy groups, one must then look to a number of other 

factors to assess the relative risk. The infonnation shown on Sheet 2 of Exhibit - 

(FJH-32) shows that whether measured by bond rating or S&P’s business profile, 

Southwest is more risky than Mr. Rigsby’s proxy group and indeed also more risky 

relative to my proxy groups of 5 and 11 gas distribution companies, respectively. For 
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example, Moody’s bond rating for Southwest is Baa2, while for Mr. Rigsby’s proxy 

group, it is an average of A2. Similarly, Southwest’s S&P bond rating is BBB-, while 

the average S&P bond rating for Mr. Rigsby’s proxy group is A. Also, S&P’s current 

business profile for Southwest is 3.0, while it is just 2.1 on average for Mr. Rigsby’s 

proxy group. These data clearly indicate that Southwest is more risky and should be 

entitled to a higher opportunity rate of return than indicated by analysis of those proxy 

companies. 

Even if one were to assume (albeit improperly) that Southwest should be 

afforded a similar opportunity to achieve the kinds of returns earned by Mr. Rigsby’s 

proxy group of 10 LDCs, Southwest should have earned in the seven years ended 

2003, an ROE of not less than 11.43% (keeping in mind that these companies had on 

average a significantly higher actual common equity ratio than did Southwest for 

reasons well discussed in my testimony and the testimony of other Southwest 

witnesses in this proceeding). As shown on Exhibit - (FJH-34), the average 

company in Mr. Rigsby’s proxy group of 10 LDCs achieved an 1 1.43% rate of return 

on common equity during the seven years ending 2003 in contrast to only 6.74% 

earned on Southwest’s Arizona jurisdiction during the same period of time, the latter 

shown on Exhibit - (FJH-1) accompanying my direct testimony, Sheet 4 of 4. In 

other words, those companies on average earned 469 basis points more on their 

higher average common equity ratio than did Southwest during the same period of 

time relative to its lower actual common equity ratio. Moreover, Southwest earned 

less than the average yield on Baa rated public utility bonds during the same period of 
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time, as can be gleaned from the information shown on Exhibit - (FJH-1) 

accompanying my direct testimony, Sheet 4 of 4. 

Q.18 At page 13, line 18 through page 16, line 5, Mr. Rigsby discusses why he believes 

that the use of a 91-day Treasury Bill is appropriate to use as the risk-free rate 

in the CAPM. How do you respond? 

The DCF model utilized by Mr. Rigsby (as well as Mr. Hill) has a presumed infinite 

investment horizon. I have previously addressed the incorrect usage of 91-day (or 3- 

month) U.S. Treasury Bills as the risk-free rate in a CAPM analysis as discussed at 

pages 21-22 of my rebuttal testimony. In addition, Morin, as shown on Sheets 2 and 

3 of Exhibit - (FJH-35), recommends the use of long-term Treasury Bonds for the 

risk-free rate because short-term Treasury Bills do not match the equity investor’s 

planning horizon. He also provides citations from Brigham and Gapenski, as well as 

Harrington providing reasoning why their use in a CAPM is entirely inappropriate 

(Sheet 3 of Exhibit - (FJH-35). 

A.18 

The use of such volatile rates (3-month Treasury Bills) is incompatible with 

the long-run investment horizon implicit in the common stocks of public utility 

companies (and indeed within the standard form of the DCF model) and also is 

inconsistent with sound regulatory practice, which is to normalize in order to avoid 

volatility when establishing a revenue requirement. 

Please address Mr. Rigsby’s discussion beginning at page 16, line 7 through page 

18, line 6 wherein he attempts to justify using the average of both arithmetic and 

geometric mean equity risk premia in his CAPM analyses. 
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A. 19 I have previously addressed this issue supra, with regard to Mr. Hill and it need not be 

repeated here. However, reference to my rebuttal Exhibits - (FJH-19) and (FJH-20) 
a 

3 

4 

5 

as well as the related discussion within my rebuttal testimony explain why, in 

establishing the cost of capital, the use of the geometric mean is inappropriate and 

only results in an averaging down of the resultant indicated cost rate of common 

6 equity capital. 

7 Q.20 Does this conclude your rejoinder testimony? 

8 A.20 Yes, it does. 
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Chapter 10: Market-to-Book and Q-Ratios 

110.5 Reservations Regarding the Use of M/5 
Ratios in the Regulatory Process 

I t  is sometimes argued that because current market-to-hook (M/B) ratios 
are in excess of 1.0, this indicates that companies are expected by inves- 
tors to be able to earn more than their cost of capital, and that the 
regulating authority should lower the authorized return on equity, so that 
the stock price will decline to  book value. It is therefore plausible, under 
this argument, that stock prices drop from the current M/B value to  the 
desired MX3 ratio range of 1.0 times book 

There are several reasons why this view of the role of M/B ratios in 
regulation should be avoided 

(1) The inference that M/J3 ratios are relevant and that regulators should 
set an ROE so as to produce a MIB of 1.0 is ermneous. The stock price is 
set by the market, not by regulators. The M/B ratio is the end result of 
regulation, and not its starting point. The view that regulation should set 
an allowed rate of return so as to produce a M/B of LO, presumes that 
investors are masochistic They commit capital to a utility with a MA3 in 
excess of L O ,  knowing full well that they will be inflicted a capital loss by 
regulators. T h i s  is not a realistic or accurate view of regulation. 

(2) The condition that the M / B  will gravitate toward 1 0 if regulators set 
the allowed return equal to capital costs will be met only if the actual 
return expected to be earned by investors is at least equal to the cast of 
capital on a consistent long-term basis The cost of capital of a company 
refers to  the expected long-run earnings level of other firms with similar 
risk. If investors expect a utility to earn an ROE equal to its cost of equity 
in each period, then its M/B ratio would be approximately 1.0 or higher 
with the proper allowance fox flotation cost. 

(3) Acompany’s achieved earnings in any given year are likely to exceed or 
be less than their long-run average Depressed or inflated M7B ratios are 
to a considerable degree a function of forces outside the control of regula- 
tors, such as the general skate of the economy, or general economic or 
financial circumstances that may affect the .yields on securities of mregu- 
lated as well as regulated enterprises. The achievement of a 1.0 1wB ratio 
is appropriate, but only in a long-run sense. For utilities to exhibit a 
long-run M/B ratio of LO, it is clew that during economic upturns and 
more favorabIe capital market conditions, the MIB ratio must exceed its 
long-run average of 10 to compensate for the periods during which the 

See Kahn (1970), p.. 62 
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Reaulatorv Finance 

M / B  ratio is less than its long-nus average under less favorable economic 
and capital market conditions. 

Historically, the MVB ratio for utilities ’has fluctuated above and below LO. 
It has been consistently above 1.0 during the 1980s and early 1990s. This 
indicates that earnings below capital costs and M/B ratios below 1.0 
during less favorable economic and capital market conditions must neces- 
sarily be accompanied with earnings in excesa of capital costs and M/B 
ratios above 1.00 dwing more favorable economic and capital market 
conditions. 

It should also be pointed out that M/B ratios are determined b.y the 
marketplace, and utilities cannot be expected t o  attract capital in an 
environment where industrials are commanding M / B  ratios well in excess 
of 1.0. Moreover, if regulators were to currently set rates so as to produce 
a M/B ratio of 1.0, not only would the long-run target M/B ratio of 1.0 be 
violated, but more importantlyJ the inevitable consequence would be to 
inflict severe capita1 losses on shareholders. Investors have not committed 
capital to utilities with the expectation of incurring capital losses from a 
misguided regulatory process. 

(4) The fundamental goal of regulation should be to  set the expected 
economic profit for a public utility equal to the level of prafits expected to 
be earned by firms of comparable risk, in short, to emulate the competitive 
result. For unregulated firms, the naturd forces of competition will e n m e  
that in the long-run the ratio of the market value of these firms’ securities 
equals the replacement cost of their assets. This suggests that a fair and 
reasonable price for a public utility’s common stock is one that produces 
equatiky between the market price of ib common equity and the replace- 
ment cost of its physical assets. “he latter circumstance will not necessari1.y 
occur when the M B  ratio is 1.0. As the previous section demonstrated, only 
when the book value of the firm’s common equif;y equals the vdue of the 
firm’s equity at replacement assets will equality hold. 
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Exhibit -( FJH-3 1) 
Sheet 1 of 2 

Southwest Gas Comoration 
Defiation of Actual Pre-Tax Interest Coverage Based upon 

ACC Staff Witness Hill's Recommended Overall Rate of Return and Southwest Gas Corporation's 
Average Capital Stfucture Ratios for the Test Year EndinQ August 31.2004 

Before income 
Average Weighted Cost Tax Weighted 
Ratios (1) Cost Rate Rate Cost Rate (2) 

Debt 602 % 7.61 %(3) 4.58 % 4.58 % 
Preferred Equity 5 3  
Common Equity 34.5 

Total 100.0 

8.20 (3)- 0.43 0 43 
1029 (4) 3.55 (5) 5.92 (6) 

10.93 %(3) - 8.56 K 

Before Income tax coverage of all interest charges: (7) 2..18 x 

Standard & Poor's Financial Target Ratios for a Utility with a Bond Rating of BBB and a Business 
Position of 4 (from Sheet 2 of this Exhibit): 

Pretax Interest Coverage: 

Midpoint 

Total Debt I Total Capital 

Midpoint 

Equity I Total Capital (implied) 

Midpoint 

2 2 x  " 3.3x 

2.75 x 

49.5% " 570% 

53 25% 

430% - 50.5% 
46 75% 

Notes: (1) From page 9 of Company Witness Theodore K Wood's Direct Testimony. 

(2) Based upon an assumed combined federal and state income tax rate of 40 0% See 

(3) From Exhib&(SGH-l), Schedule I1 

(4) Derived as the weighted cost rate of common equity ( 3 55% ) derived in Note 5, below, divided 
by the common equity ratio ( 34 5% ) 10 29% = 3 55% 134 5% 

(5) Derived as the before income tax weighted cost rate of common equity ( 5 92% ) 
derived in Note 6, below, multiplied by the complement of the combined federal and 
state income tax rate of 40 0%. i e ,  60 0% ( 1 - 40 0%). 3 55% = 5.92% 60 0% 

(6) Derived as the sum of the before income tax weighted cost rates of total debt ( 4 58% ) and 
preferred equity ( 0.43% ) subtracted from ACC Staff Witness Hill's recommended before 
income tax overall rate of return of 10 93% (see Exhibit -(SGH), Schedule 1 1. 5 92% = 

Exhibit(SHG-I), Schedule 11 

1093%-(458%+0.43%)=1093%-5Of% 

(7) 2.18~ = 10 93% I ( 4 58% + 0 43% ) 
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Revised Utility Group Financial Targets* UtiliiedPmlect Flnancellnfmstructure 
General Conlads 

'A' 
l t5  125 
210 160 

30.5 245 
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Visit ns at 
wwmr,standafdsndpoors.oom/ratings 

for more US. utility credit information, 
or at wwvvmtingsdirectcom to 
subscribe to Standard & Poor's 

on-line rating service. 

For fast answers to utility questions, 
please e-rnail as at 

utiI~-helpdesk~~andardandpoo~.co~ 

Standard & Poor's Utilities &Perspectives Page 3 June 21.1999 
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Southwest Gas Cornration 
Systematic and unsystematic Risk for Southwest Gas Corporation, Southwest Gas Co.'s Witness Hanley's Proxy 

Group of Five Gas Dislribution Companies and Proxy Group of Eleven Value Lihe Gas Distribution Companies and 
RUCO's Witness Riasbfs Prow Groua of Ten Value Line Gas Olstributlon Cornpahiea 

Company 

Southwest Gas COrporatiOn 

Southwest Gas Co.'s Witness Hanley's 
Proxy Group of Five Gas Distribution 
Companies 

AGL Resources, Inc. 
Cascade Natural Gas Cop. 
NICOR Inc 
Northwest Natutat Gas Co. 
Piedmont Natural Gas Co , Inc. 

Average 

Southwest Gas CO'S Witness Hanley's 
Proxy Group of Eleven Value Line Gas 
Dfstrfbotlon Cornpanles 

AGL Resources, Inc 
Cascade Natural Gas Corp 
Energen Corp 
KeySpan Corp 
Laclede Group 
NICOR Inc. e Northwest Natural Gas Co 
Peoples Energy Corp. 
PIsdmant Natural Gas Co , Ino. 
South Jersey tndustrfes, Inc. 
WGL Holdings Inc. 

Average 

Average for RUCO Witness Rigsbqs 
Pmxy Group of Ten Value Line Gas 
Dlstfibution Companies (3) 

Notes (1) 

(2) 

Source of Informatton: 

1 - 2 - 3 4 - 5 - 
Percent of 

lJnadJusted  systematic 
Adjusted Beta Beta Total Risk R-squared (11 Risk (2) 

0.75 0.60 1 .oo 0.22 0.78 

0 85 0 72 1 00 0 32 068 
0 75 0 61 I 00 0 14 0 86 
110 1 09 too  0 29 0.7 I 
0 70 0.48 I 00 0 I 9  0 81 
0.75 0.59 1 .OD 0.25 0.75 

1 .oo 0.24 0.76 

0.85 
0.75 
0 70 
0. 80 
0.75 
1 .19 
0.70 
0 80 
0 75 
0 60 
0.80 

0.78 

0 72 
0 61 
0 53 
065 
0 59 
1.09 
0.48 
0 69 
0.59 
0 37 
0.62 

0.63 - 

1 .oo 
1 00 
1 00 
1 00 
1 -00 
1 .oo 
100 
1 00 
100 
100 
1 .w 
1 .M) 

ep. 

0.32 
0.14 
0..09 
0 25 
0.22 
0.29 
0.1B 
0.28 
0 25 
0 13 
0.33 

0.23 
> 

0 68 
0 86 
0.91 
0.75 
0.78 
0 71 
0.81 
0 72 
0.75 
0.87 
0.67 
0.77 

0.79 0.64 1.00 -, 0.24 0.76 

Percent of systematic risk 
Column 3 - Column 4, Equivalent to Var(e) (mddud wadance or the sfandad emx 
squared) I Var(r,) (total risk of the Ith asset) from Sheets 3 and 4 of Exhibit (F.JH-28) 

Identical to the Proxy Groupof Eleven Value Line Gas Distribution Companies with the 
exclusion of Energen Cop. 

Vahe Line, Inc., September 15,2005 (proprfetary data base) 



W l b l  -(Fdl-I-32) 
Sheet 2 of 2 

Southwest Gas Cornration 
Bond Ralings and Buslness Profiles of 

SDulhwesl Gas CorpotaUon, Southwest Gas M 6 Wllness Hanley's Proxy Group d Five Os5 
Dktrlbulon Mmpanlos and Pimy Group or Revon Value Line Gas Distnbuton Companies and 

RUC0's Witness Ri@&&&&Y Group of mVahi e Line Gas Dlstribul- 

Soulhwest Gas Corporation 

Solrthwesl Gas Go.'s Witness Hanlefs Proxy 
Group of Five Gas DislniuUon Companies 
AGL Resources, Inc (3) 
Cascade Natural Gas Cop 
NICOR. Inc (4) 
Nomwest Nalural Gas Co 
Piedmont Natural Gas Co . Inc 

Average 

Souulwesl Gas Co.'s Wilness Hanky's Pmr, 
Qroup of Eleven Value Une Gas Dlslribution 
Gompanles 
AGL Resources. Inc (3) 
Cascade Nalural Gas Corp 
Energen Gorp. (5) 
Keyspan Gorp (6) 
Laclede Group (7) 
NICOR, Inc (4) 
Northwest Naluml Gas Go 
Peoples Energy Gorp (8) 
Ptedmont Nalural Gas Co, Inc 
South Jersoy Industries. Inc (9) 
WGL Holdings (IO) 

Avenge 

Average for RUCO Witness Rigsbts Proxy 
Group ol Ten Value Una Gas O ibu l l on  
Companies 

AGLResoutcw. Inc. (3) 
Cascade Natural Gas Mrp. 
KeySpan Gorp. (6) 
Laclede Group (7) 
NICOR, Inc (4) 
Northwest NatunlGas CO 
Peoples Energy Cop. (8) 
PksdmonlNatuml Gas Co.. Ino. 
Saulli Jeffiey Indu~trie5~ Inc (9) 
WGL Holdings (10) 

August 2005 
Mpody's 

Bond Ratins 

Bond Numetical 
WelPhtlncl(1) 
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FfOm Sheet 3 Of EAIibiI -(FJH-lI) 
From Standard 1p Pooc's US. Utililias 6nd Power Ranking List. September 14,2005. 
Ratings and business pmfile are lhow of Allanla Gas Light Company and pivotel LNillty 
Holdhgs (formerly NUI Ulilities) 
Ratings and business profile are those d NICOR Gas M. 
Ratings and businea pd i la  ere those HAIabama Gas Corporafian 
Ratings and business prol[le OR a wmposlte of Ulose of Boslon G;s Co . Colonial Gs Co. 
and KeySpen Energy Oeliiry Long Island 
RoUngs and buslness profde are !hose d Laclede Gas Go. 
Ratings and budness profila are a wrnposile of those of North Shure Gas Company and 
Peoples Qas Light 8 Coke Company 
Ratings and blniness profile am Om of South .ferny Gas Company 
Ratings and buslness pmfde are lhase of Washington Gas Light Company 

Source cllnformation: Mwdy's Investors Service 
SlendfWd 8 PW& GlOb8l UlUi Rating Service 
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NATURAL GAS tDISTRIBUTfON1 460 June 17.2005 

The Natural Gas Distribution Industry's Timeli- 
ness rank has fallen one notch since o w  last 
report in March: 96 (of S8). Marchperiod earxlings 
for most of the 3as utilities we cover were down 
year over year 88 8 res& of milder temperatures 
across most of the United Stntes. This will Ukdy 
affect full-year earnings since moat of t hem dlstri- 
bution companies' profits are derived d&g the 
winter quarters (March and December). 

Regulated Utilities 
The key features of gas-utility sto,cks are their safety 

and bektet-than-average dividend ylelds, not price per- 
formance or ap reciation potential. Lofal distribution 
companies (LD8s) are natural gas utilities that are 
regulated by both individual state andlor federal r e p -  
latory agencies. They are considered natur el monopolies 
since i t  is more cost-efficient to build one pipeline system 
to serve a region, versus multiple distributors competing 
over the same location. As a result of the government 
&owing each company to operate essentially as a mo- 
nopoly, regulators set allowable rates of return that each 
company is able ta earn. Should earnings be less than 
the emitted rate, the cum any is able to petition 
r eda to r s  for higher rates. &is has been the case at  
SEMCO, which has received a $7 million-per-year in- 
crease in Michigan. Southern Union received a $22.5 
million rate increase at its Missouri Gas Light Energy 
unit, and is petitioning for an additional increase. These 
increases will likely lead ta hiFher profit levels at these 
companies. However, should distributors earn profits in 
excess of their allowable rates over an extended period, 
they may be subject to a re@sto*y review. If it is 
determined that they are in fact exceeding their permit- 
ted raks, they may be subject to a rate reduction. 

Nonregulated Activities 
The gas distribution industry has experienced some 

changes over the past decade In 1992, The Federal 
Energy Replatory Commission, instituted Order 636, 
which reqwred pipeline operators to unbundle transpor- 
tation and storap services, along with yaranteeinggas 
marketers access to their distribution networks. As a 
result, many distribution companies have entered into 
activities outside of their core distribution operations. 
These activities include retail-energy marketing. energy 
trading, and oil and gas exploration and production. 
Piedmont Natural Gas, fox example, intends to grow its 

Composile SlalisUcs: Natural Gas (Dislnbulion) 

25% I 3.&% I 41% I 5.5% I Ssrcl &%I RolnlnadbCom Eu I 

16.8 14 8 14.1 13.6 
86 BI 80 72 

43% 4.5% 4.5% 4.0% 
244% 1 280% I 314% 308% 9 1 s  I 330% mad ChamsCmmae 375K 

nonregulated segment to at least 16% of total earnings. 
In fact, most companies in this industry have some 
portion of their earnings coming from nonregulakd 
operations, and are looking to boost their percentage of 
earnings from this segment in the coming years. Fur- 
thermore, as profits in nonregulated operations rise, 
regulatory agencies seem Iess likely to give out rate 
increases- This is the tradeoff they face, as nonreylated 
activities have no restrlctions on their return on qui* 

Natural gagas prices 
The higher natural gas prices of lata have primarily 

benefited those companies that am involved in nonregu- 
lated activities. In fact, gas distributors are actually 
hurt by rising gas prices. They wntbue t.a earn their 
allowable return on equity, but the added costs of gos are 
passed onto customers. This can sometimes result in the 
loss of customers, additional conservation among cus- 
tomers, along with an increase in bad debt expense. 

Conservative Investment 
The stocks in this industry offer income-oriented in- 

vestors good stock-price stability. With the valatility of 
the stock market in recent years, many investors have 
grown concerned over the value of their nest eggs. For 
conservative, income-oriented investors, many stocks in 
this industry have a lot to offer, not the Ieast of which is 
a shady stream of income. hdced, most of these shares 
offer above-average dividend yields compared to the rest 
of the stocks covered in The Value Line Investment 
Surrqy. Should interest rakes continue togo up, however, 
other income-oriented investments may become more 
attractive and cause some downward pressure on the 
industry 

Still, there is great deal of diversity in constituents of 
this industry. Tha biggest differences are usually seen 
witb nonregulated business segments. As companies 
shift toward these businesses, they increase the o b -  
tial for capital appreciation and risk of capitar loss. 
Moreover, compenies making a concerted push to noo- 
regulated businesses may be less generous with divi- 
dend increases, preferring to ufie money to build new 
ventures rather than pay it out to sharehoIders. Inves- 
tors should pay close attention to this factor when 
making commitments here. 

EvunI. BZatter 

Natural Gas (Dlstribution) 
REtATIVE SKENGTH (Ratlo of lndrotiy to Value Une Comp ) 
50D 
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TORY FINANCE: 

sger A. Morin, PhD 

in callaboration with 
Lisa Todd Hillman 

1994 
PUBLIC UTILITIES REPORTS, INC. 

Arlington, Virginia 
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Regulatory Finance 

where E ( K )  = expected return, or cost of capital 

E( R F) = expected risk-free rate 

E ( /3 ) = expected beta 

E(&) = expected market return 

The dif1ticUtt;y is that the C U M  model is a prospective model while most of 
the available capital market data required to match the three theoretical 
input variables (expected risk-free return, expected beta, and expected 
market retuna) are historical. None ofthe input variables exists as a separate 
identi6able entity. It is thus necessary in practice to employ Merent proxies, 
with different rem& obtained with each set of proq variables. Each of the 
three required inputs to the CAPM is examined below.. 

Risk-free Rate 
Theoretically, the yield on 90-day Treasury bills is virtually devoid of 
default risk and subject to a negligible amount of interest rate risk. But, 
as seen in the previous chapter, the T-bill rate fluctuates widely, leading to 
volatile and unreliable equity return estimates, and it does not match the 
equity investor's planning horizon. Equity investors generally have an 
investment horizon far in excess of 90 days. More importantly, short-term 
Treasury biIl yields reflect the impact of factors Merent  from those 
influencing long-term securities, such as common stock. For example, the 
premium for expected inflation absorbed into 90-day !Eeasury bilfs is 
likely to be far different than the inflationary premium absorbed into 
long-term securities yields. The yields on long-term Treasury bonds match 
more closely with common stock returns For investors with a long time 
horizon, a long-term government bond is almost risk-fi-ee. 

In their well-known corporate finance textbook, Brigham and Gapenski 
(1991) stated the fol lu~ing:~ 

Treasury bill rates are subject to more random disturbances than 
are Treasury bond rates. For example, bills are used by the 
Fedend Reserve System to control the money supply, and bills 
are also used by foreign govenunents, firms, and individuals as a 
temporary safe-house for money Thus, if the Fed decides to 
stimulate the economy, it drives down the bill rate, and the same 
thing happens if fxouble erupts somewhere in the world and 
money flows hfn the United States seeking a bmporary haven. 

See Brigham and Gapenski (1991). 
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Chapter 12: Capital Asset Pricing Model 

Harrinaon (1987) took an even more practical approach in eslhating the 
risk-fkee rate Unlike most theoretical textbooks, Hankgton suggests look- 
ing at this from the point of view of a practitioner who has a real problem: 

Because of the empirical evidence, the intercept is consistently 
higher than a Treasury security and the fact that a Treaswy bill 
rate is heavily influenced by Federal Reserve activity and is 
thus not a free-market rate, many practitioners suggest the use 
of a long-term government rate or an AAindustrial bond rate as 
a proxy for the risk-fkee rate ~. . - Because US. Treasury bills are 
usually considered the closest available approximation to a risk- 
free investment, the diqcomt rate onTreasury bills is often used 
as a risk-free rate. This creates some very serious problems, 
however, because the rate of lleasury biUs like that on most 
short-term marketable instruments is quite volatile. OFe way to 
approach the problem of dealing with the risk premium factor is 
ta use the long-term interest rate instead of the risk-free 
rate.. , .The most widely used proxies, 30 or 90-day Treasury bill 
rates, are empirically inadequate and theoretically suspect4 

While the spot yield on long-term Treaswy bonds provides a reasonable 
proxy fox the risk-free rate, the CAPM specificalIg requires the expected 
spot yield. Maxket forecasts ofrates on Treasury bonds are available in the 
form of interest rate futures contract yields, and can be employed as 
proxies for the expected yields on Treasury securities. 

Over the last 50 years, the Treasury bill rate has approximately equaled the 
annual inflation rate, as demonstrated in Fama (1975) and Ibbotson Associ- 
ates (1993) Refined techniques to forecast innation based on the current 
shape of the yield curve could thus be employed to obtain the expected 
risk-free rate Alternately, the consensus Mation forecast by economists 
over the requisite horizon could be employed to derive the risk-free rate 
estimate. However, none of these techniques is likely to  provide superior 
estimates to that supplied by cunent yield dah. The complexiiq and compu- 
tational costs are likely to outweigh their marginal usefiilness. 

In practice, sensitiviw analyses employing various input values for the 
risk-free rate can produce a reasonably good range of estimates of equity 
costs. Fox example, for 8 risk-fcee rate range of 7% t o  8% and a market 

See H d n g t o n  (1987). 

See Ibbotson and Sinquefield (1982) for a description of the methodology of 
forecasting future security yields based on yield curve analysis. 
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Southwest Gas Corporation 
Docket No. G-01551A-04- - 

BEFORE THE ARIZONA CORPORATION COMMISSION 

Prepared Direct Testimony 
of 

THEODORE K. WOOD 

INTRODUCTION 

2.  

A. 

2.  

A .  

Q. 

A. 

Please state your name and business address. 

My name is Theodore K. Wood. My business address is 

5241 Spring Mountain Road, Las Vegas, Nevada 89150-0002. 

By whom are you employed and in what capacity? 

I am employed by Southwest Gas Corporation (Southwest or 

the Company) as Manager in the Treasury Services 

department. 

Please summarize your educational background and business 

experience. 

I graduated from the University of Nevada, Reno (UNR) in 

1985 with a Bachelor of Science degree with a major in 

agricultural economics. In 1989, I earned a Masters of 

Science degree from UNR in agricultural economics with a 

minor in finance. I have attained the professional 

designations of Chartered Financial Analyst (CFA), 

Certified Rate of Return Analyst (CRRA) , Certified 

Management Accountant (CMA), Certified in Financial 

Management (CFM), and Certified Treasury Professional 

(CTP). I am a member of the Institute of Management 

Accountants, the CFA Institute, Association for Financial 

Form No. 155.0 (032001) Word -1- 



Professionals, Financial Management Association, and the 

Society of Regulatory and Utility Financial Analysts. In 

addition, I currently serve on the Board of Regents of 

the Institute of Certified Management Accountants, which 

governs the CMA and CFM certification programs. 

From 1985 to 1988, I was employed as a research 

associate in the Department of Agricultural Economics at 

the University of Nevada in Reno, Nevada. My primary role 

was to assist with ongoing research projects in the 

Department including secondary data collection, 

statistical analysis, FORTRAN programming, and the 

development of microcomputer spreadsheets for farm 

management decision analysis. 

In 1989, I was employed by First Interstate Bank of 

Nevada in Reno, Nevada, as a financial analyst in the 

Finance Department. My duties entailed maintenance of the 

general ledger system, creation of monthly management and 

financial reports, and special projects. 

From 1990 to 1992, I was employed as a planning 

analyst with Valley Bank of Nevada, in Las Vegas, Nevada, 

in the Planning Department. My primary responsibilities 

included preparation of the annual budget, quarterly 

budget variance analysis, supporting the Asset/Liability 

Committee of the bank, and other financial analyses. 

From 1992 to 1994, I was employed by PriMerit Bank, 

FSB, then a wholly-owned subsidiary of Southwest, as a 

Senior Financial Analyst in the Budget and Forecasting 

Form No. 155.0 (032001) Word -2- 
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1. 

Q. 

A. 

D 

Department. My primary responsibilities included creation 

and maintenance of a microcomputer-based budgeting 

system, preparation of the annual budget, monthly budget 

variance analysis, product profitability analysis, and 

other special projects. 

In 1994, I accepted a Senior Financial Analyst 

position in the Treasury Services department of 

Southwest. My responsibilities included daily cash 

management, preparation of financial forecasts and 

analyses, and assisting in the preparation of rate of 

return testimony for the Company's various ratemaking 

jurisdictions. I was promoted to Supervisor of the 

Treasury Services department in May 1997 and to Manager 

in June 2000. I supervise two other financial analysts in 

the Treasury Services department. 

Have you previously testified before any regulatory 

commission? 

Yes. I have previously testified before the California 

Public Utilities Commission (CPUC) and the Public 

Utilities Commission of Nevada (PUCN). 

What is the purpose of your prepared direct testimony in 

, this proceeding? 

5 The purpose of my prepared direct testimony is to support 

the Company's overall requested rate of return in this 

proceeding. Specifically, my prepared direct testimony 

details the requested capital structure, and the embedded 

cost of long-term debt and preferred equity used for 

Form No. 155.0 (032001) Word - 3 -  
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Q. 

A. 

Q. 

A. 

determining the appropriate cost of capital for the 

Company’s Arizona rate jurisdiction. It is comprised of 

four sections: (I) the development and use of an 

appropriate capital structure for ratemaking, (11) the 

development of the embedded cost of long-term debt, (111) 

the development of the embedded cost of preferred equity, 

and (IV) a review of the Company’s 2003 preferred 

refinancing. Southwest witness Frank J. Hanley will 

discuss the development of the cost of common equity. 

Are you sponsoring any schedules and exhibits in support 

of your prepared direct testimony? 

Yes. I am sponsoring the schedules under Tab D and the 

financial supporting Exhibit No.-(TKV?-l) through 

Exhibit No.- (TKW-9)‘ which are attached to my 

testimony. These schedules were prepared by me or under 

my supervision. 

Have you determined a reasonable rate of return necessary 

for Southwest to earn a fair return on its Arizona 

distribution properties? 

Yes. An overall rate of return of 9.40 percent for the 

Arizona jurisdiction is reasonable in this proceeding. 

This rate of return is calculated as follows: 

Southwest Gas Corporation 
Arizona Rate Jurisdiction 

Component Ratio cost Weighted Cost 
Long-Term Debt 53.00% 7.49% 3.97% 
Preferred Equity 5.00% 8.20% 0.41% 
Common Equity 42.00% 11.95% 5.02% 

Total 100.00% 9.40% 

Form No. 7 55.0 (OW007) Word -4- 
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Is the Company including in this case any proposal which, 

if approved by the Commission, would result in a 

modification of your determination of a reasonable rate 

of return? 

Yes. The Company is proposing a Conservation Margin 

Tracker (CMT) provision, which is detailed in the 

prepared direct testimony of Southwest witness Edward B. 

Gieseking. This provision will afford the Company greater 

earnings stability. Southwest witness Steven M. Fetter 

discusses the concept of the Company's proposed CMT from 

both a regulatory policy and credit rating agency 

perspective in his prepared direct testimony. Mr. Hanley, 

in h i s  prepared direct testimony, addresses the impact of 

the proposed CMT provision on his recommended return on 

common equity. Based on the reduction in risk, his 

recommended return on common equity would be reduced from 

11.95 percent to 11.70 percent if the CMT is approved by 

the Arizona Corporation Commission (Commission) . 
Correspondingly, the resulting overall rate of return 

would be adjusted to 9.29 percent, given the acceptance 

of the CMT provision. 

Why is this rate of return appropriate and necessary for 

Southwest? 

This rate of return is necessary in order to maintain the 

Company's financial integrity, to allow the Company to 

attract new capital and to permit Southwest's equity 

holders the opportunity to earn a fair and reasonable 
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rate of return. 

Moreover, this rate of return will meet the 

standard of reasonableness set forth by the United States 

Supreme Court in B l u e f i e l d  Water Works & I m p r o v e m e n t  C o .  

v. P u b l i c  Service C o m m i s s i o n  of W e s t  V i r g i n i a ,  262 U.S. 

679 (1923) ( B l u e f i e l d ) .  The court ruled in that case that: 

The return should be reasonably sufficient to 
assure confidence in the financial soundness 
of the utility, and should be adequate, under 
efficient and economical management, to 
maintain and support its credit and enable it 
to raise the money necessary for the proper 
discharge of its public duties. 

Furthermore, this rate of return will meet the 

comparability standard set by the court in the Federal  

P o w e r  C o m m i s s i o n  v. Hope Natura l  G a s  Company ,  320 U.S. 

591 (1944) (Hope). In that case, the court ruled: 

. . . the return to the equity owner should be 
commensurate with returns on investments in 
other enterprises having corresponding risks. 

An explanation regarding the practical application 

of these two court rulings to a diversified utility such 

as Southwest is appropriate at this time. The Company 

has, since the late 1950s, filed rate cases as a 

"diversified" utility. The multi- jurisdictional rate case 

filings have been based on the fact that Southwest, as a 

natural gas utility, serves three states with 'several 

different ratemaking areas. The Company requests only gas 

distribution utility required rates of return in all 

filings within each jurisdiction. The debt and preferred 
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equity costs requested in this filing are utility-only 

costs. Southwest’s practices provide assurance that the 

costs of utility operations attributable to each of 

Southwest‘s jurisdictions are properly insulated from the 

impact of non-utility activities. 

The appropriate regulatory capital structure 

requested by Southwest in this proceeding is supported by 

the following: (1) credit rating agency criteria; (2) the 

Company’s actual capital structure and relative risk as 

compared with the capital structures and relative risk of 

two proxy groups of local distribution companies (LDCs) 

used in Mr. Hanley’s testimony; ( 3 )  consideration of 

Southwest‘s operating environment; (4) regulatory 

precedent; (5) modern finance theory; and (6) the 

fairness and reasonableness of this approach. Each of 

these key factors is discussed in detail in my testimony 

to justify the development of the hypothetical capital 

structure. 

My recommended hypothetical capital structure, 

together with Mr. Hanley’s recommended cost of equity, 

are essential to provide the Company with a realistic 

opportunity to earn a fair and reasonable overall rate of 

return. 

In summary, Southwest’s requested rate of return in 

this proceeding is fair to both customers and 

shareholders, and it properly reflects the risks and 

returns appropriate for its gas distribution properties 
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Q. 12 

A. 12 

in the Company‘s Arizona rate jurisdiction. 

RECOMMENDED CAPITAL STRUCTURE 

Please discuss the recommended capital structure used to 

develop the overall allowed rate of return in this 

proceeding. 

The recommended capital structure used to determine the 

rate of return in this proceeding consists of 53 percent 

long-term debt, 5 percent preferred equity, and 

42 percent common equity. 

Is this the actual capital structure of Southwest? 

No, it is not. Southwest is a diversified company 

gas consisting of multi - jurisdictional natural 

distribution operations in three states, a natural gas 

pipeline, and a wholly-owned construction subsidiary. The 

consolidated balance sheet of the Company is a function 

of the operating environment and past financial 

performance in each of the Company’s regulatory 

jurisdictions and of its non-regulated subsidiary. The 

use of a hypothetical capital structure allows fo r  the 

proper setting of rates 

distribution assets of the 

Please summarize the Comp 

as of August 31, 2004. 

solely for the 

company. 

natural gas 

ny’s actual capi-a1 structure 

. . . I .  

The Company’s actual capital structure at August 31, 

2004, the test period average capital structure, and the 

recommended capital structure are as follows: 
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Actual Test Period 
8/31/04 Ave raq e Recommended 

Long-Term Debt 60.8% 60.2% 53.0% 

Preferred Equity 5.1% 5.3% 5.0% 

Common Equity 34.1% 34.5% 42.0% 

Total 100.0% 100.0% 100.0% 

The first column of capital structure ratios shows 

the Company's actual capital structure ratios at the end 

of the test period, and the second column displays the 

test period average capital structure ratios for the 

period ending August 31, 2004. It is important to point 

out that the percentage of equity in the capital 

structure at the end of August is typically near the low 

point for the year. This is due to the seasonal nature of 

the Company's business, in which most of the income is 

earned during the winter heating season (November-April) . 
Exhibit No. (TKW-1) displays the capital structure by 

month and the average for the test period (September 1, 

2003 - August 31, 2004). The test year average capital 

structure had a common equity ratio of 34.5 percent. 

Why is the use of a hypothetical capital structure 

essential in this proceeding? 

My recommended hypothetical capital structure, together 

with Mr. Hanley's recommended cost of equity, are 

essential to provide the Company with the opportunity to 

earn a fair and reasonable overall rate of return. This 

is important for three principal reasons. The Company 
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must compete for new capital to fund the continuing 

significant customer growth. In addition, current 

investors must have the opportunity to earn a fair and 

reasonable rate of return in order for them to maintain 

their current investment in the Company relative to 

choosing comparable, equally risky, alternative 

investments. The Company must also have the opportunity 

to earn a fair and reasonable rate of return in order to 

maintain and, over time, improve its credit ratings, 

which, in the long-run, is of interest to all 

stakeholders. 

(1) Credit Rating Agency Criteria 

What are the Company’s current long-term unsecured credit 

ratings? 

Currently, Southwest’s long-term unsecured credit ratings 

are “BBB” from Fitch, Inc. (Fitch), “Baa2” from Moody’s 

Investor Services (Moody’s) and ”BBB-” from Standard & 

Poor’s Rating Services (S&P). The Fitch and Moody’s 

ratings are just one level above the threshold for an 

investment grade rating, while the S&P rating is at the 

lowest investment grade rating. 

In addition, credit rating agencies provide a 

ratings outlook, which is an assessment of the direction 

of the credit rating over the intermediate to longer 

term. The current rating outlook provided by Fitch and 

S&P is ”stable.” Moody’s, on February 27, 2004, changed 

its ratings outlook from “stable” to ”negative.” 
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What was the rationale for Moody’s change in the ratings 

outlook for the Company? 

Moody‘s stated the rationale for the change in outlook 

was due to: 

The change in rating outlooks for SWX is 
prompted by the following factors: 1) SWX’s 
recent announcement that it recorded lower 
earnings in fiscal 2003 compared with the 
prior year, 2) experienced warmer than normal 
temperatures in its service areas that 
affected profitability during the past t w o  
years, with fiscal 2003 being one of the 
warmest in over a hundred years, 3 )  the 
company continues to have greater financial 
leverage than its similarly rated LDC peers, 
resulting in suppressed coverage measures and 
4) cash flow net of total capital expenditures 
has been negative for several years, as the 
company is challenged to service a rapidly 
growing customer base approximating 5% in 
annual growth which causes recurring 
regulatory lags. ,,l’ 

In addition, Moody’s stated what could be cause for 

a ratings downgrade to be: 

Continuing high leverage, continuing earnings 
volatility on account of weather variations 
and eroding margins from declining customer 
consumption, continuing lags in recovery of 
capital investment costs.,,Z/ 

What is the Company’s target credit rating? 

It is management’s long-run goal to achieve an ‘A” credit 

rating. The short-run goal, at a minimum, is to maintain 

an investment grade credit rating. The Company has 

~ 

1/ 

- 2/  Ibid 

Moody’s Investor Services Credit Opinion: Southwest Gas Corporation, 
February 27, 2004. 

- 
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experienced strong customer growth for an extended period 

of time, which has made it difficult to rapidly improve 

the Company’s capital structure due to the need to raise 

new capital to finance growth-related capital 

expenditures, as well as capital expenditures necessary 

to maintain and improve the existing infrastructure. This 

issue has been recognized by S&P in its assessment of the 

Company’s credit quality as found in their research 

report titled \‘Key to Success in the U . S .  Gas 

Distribution Industry” published September 25, 2003. It 

states: 

High growth within a service territory due to 
population influx and new construction could 
lead to greater profitability or rate stability 
for LDCs. However, as evidenced by Southwest 
Gas’ struggles, high growth cuts both ways. 
Arizona and Nevada benefit from rapid population 
growth, but the slow pace of regulatory rate 
adjustments acts as a drag on Southwest Gas’ 
financial ratios because revenues fail to 
adequately compensate the LDC for its growth 
capital expenditures on a timely basis. 

Why is it important for Southwest to maintain its 

investment grade bond rating? 

It is essential that Southwest’s bond rating remain 

investment grade. An investment grade credit rating is 

required for the Company to ensure that it can reliably 

and efficiently raise capital to finance capital 

expenditures, accommodate its seasonal working capital 

requirements, facilitate its gas procurement function, 

and meet its obligations to serve customers. 
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In the Company's 2003 Annual Report it stated that 

it anticipated capital expenditures during the three-year 

period ending December 31, 2006 would be approximately 

$690 million. Falling below an investment grade credit 

rating would jeopardize the Company's ability to raise the 

required capital for this level of capital expenditures 

and will considerably increase the cost of funds. 

Since the winter of 2000-2001, the price and 

volatility of natural gas has increased significantly. 

This has added additional complexity for the Company in 

managing its liquidity position and has required the 

Company to finance significantly higher purchased gas 

cost adjustment (PGA) balances, which are typically 

recovered over a 12- to 24-month period. The loss of an 

investment grade rating would increase the gas 

procurement cost as gas suppliers would likely require 

the Company to post collateral to purchase gas. This 

would require the Company to acquire additional credit 

capacity at a time when credit would be limited and at a 

significantly higher cost, as a result of being 

non-investment grade. 

Clearly, it is in the best interest of customers 

and investors for the Company to remain investment grade 

as failing to do so would significantly increase its cost 

of capital and its gas procurement costs, all of which 

would translate into higher rates for customers and 

higher risks for-investors. 
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Q. 19 

How does the recommended hypothetical capital structure 

compare to S&P's  financial guidelines? 

In comparison to S&P's Utility Group Financial Targets, 

[see Exhibit No.-(TKW-2)1, a \\BBB" utility with a 

business profile of '3" such as Southwest's profile, has 

a target range of total debt to capital ratio of 5 5 . 0  to 

65.0 percent. Conversely, the range of target total 

equity to total capital ratio (1 minus the total debt to 

capital ratio) is 45.0 to 35.0 percent. S&P classifies 

capital securities into either debt or equity. 

Securities, such as the Company's preferred securities, 

in whole or in part, are classified as debt or equity. 

Currently, S&P assigns a 4 0  percent "equity credit" to 

the Company's preferred securities. Based on this 

treatment, the Company's recommended hypothetical capital 

structure of 42 percent common and 5 percent preferred 

equity, translates into a 44 percent total equity to 

total debt ratio. This equity ratio is in the range of 

S&P's target equity ratios fo r  a 'BBB'' utility. 

Based on S&P's guideline capital ratios, the 

Company's recommended hypothetical capital structure is 

representative of a 'BBB" utility. The use of this 

hypothetical capital structure will support the Company's 

ability to maintain its existing investment grade rating 

and provide it with a reasonable opportunity over time to 

improve its credit rating. 

Will the use of the hypothetical capital structure for rate- 
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A .  20 

. . .  

Q 

making be an important factor considered by rating agencies? 

Yes. S&P has stated that they analyze rate case decisions 

as the key indicator of the level of regulatory support 

for the creditworthiness of utilities. As stated in a 

recent article by Todd Shipman of S&P: 

Once a decision is reached, Standard & Poor's 
analyzes its effect on the financial forecast 
for the company, and also to assess whether 
the actions and precedents being set by the 
commission in its decision will have a 
long-term effect on Standard & Poors's opinion 
of the regulatory environment in that 
jurisdiction. The analysis of the rate case 
fundamentally explores a two-fold question: 
are the new rates based on a rate of return 
consistent with the company's ratings, and is 
the utility being afforded a legitimate 
opportunity to actually earn that rate of 
return? 

On the former question, the analyst looks to 
equity returns being authorized for other 
utilities of the same credit quality, as well 
as the capital structure employed to arrive at 
the overall rate of return being used to set 
rates. JJW 

( 2 )  

How does the recommended hypothetical capital structure 

Relative Risk Comparison to Other LDCs 

compare to a representative group of Southwest's peers? 

The five-year average permanent capital structures of the 

two proxy groups used by Mr. Hanley in his testimony to 

estimate the cost of common equity are as follows: 
. .  

- 3/ Todd A. Shipman, "Energy R i s k  - Fresh Look at US Utility R e g u l a t i o n f i f  
PowerMarkers.com, February 2, 2004. See Exhibit No.-(TKW-3) , Sheet 1 
to Sheet 3. 
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Permanent Capital Structure Ratios 
d 

SWG Proxy Group of Proxy Group of 
Type of Capital Hypothetical Five LDCs 1’ Eleven LDCs 2’ 

Long-Term Debt 53.00% 48.59% 48.63% 

Preferred Stock 5.00% 0.68% 1.04% 

Common Equity 42.00% 50.73% 50.33 

Total 100.00% 100.00% 100.00% 

I/ Five-year (1999-2003) average permanent capital structure of a 
proxy group of five local gas distribution companies included 
in Mr. Hanley’s testimony. See Mr. Hanley’s Exhibit No.- 
(FJH-41, Sheet 1 of 4. 

2/ Five-year (1999-2003) average permanent capital structure of a 
proxy group of eleven local gas distribution companies included 
in Mr. Hanley’s testimony. See Mr. Hanley’s Exhibit No.- 
(FJH-51, Sheet 1 of 5 .  

- 

- 

Southwest‘s actual capital structure [shown in Exhibit 

No. (TKW-l)] contains far more leverage when compared - 

to the average capital structures of the proxy groups of 

local gas distribution companies included in this table. 

Furthermore, the Company‘s robust growth exceeds that of 

any of the companies in the proxy groups. This exposes 

the Company to incomparable downward pressure on its 

capital structure due to the magnitude of growth-related 

capital expenditures. As such, the 42 percent common 

equity ratio is not so high that it is a burden to 

customers, nor is it so low that the debt and equity 

holders are exposed to severe and unreasonable risk. 

Are there other factors, other than capital structure 

comparisons, that indicate the Company’s financial 

performance and position relative to its peers? 

Yes. The comparative average credit ratings, funds from 

operations interest coverage, and S&P’s business profile 
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Q. 22 

A. 22 

scores (a higher score indicates more risk) for the proxy 

groups and the Company are shown below: 

Proxy Group of Proxy Group of 
Description SWG Actual Five LDCs L/ Eleven LDCs z/ 

Credit Ratings [ll: 

s &P BBB - A A 

Moody' s Baa2 A2 

Interest Coverage 121 3.20 4.68 4.60 

S&P Bus. ProfileClI 3.0 1.8 2.0 
111 See F. Hanley's Exhibit-(FJH-ll), Sheet 2 of 9. 

[21 Five-year (1999-2003) average funds from operations interest 
coverage ratio. See F. Hanley's Exhibit-(FJ"-3), Sheet 1 
of 2, Exhibit-(FJH-4), Sheet 1 of 4, and Exhibit-(FJH-5), 
Sheet 1 of 5. 

As noted in the table, the Company's position is 

considerably weaker in comparison to the proxy groups. In 

addition, as shown on Exhibit N o . - ( F J H - l ) ,  Sheet 5 

of 5, the proxy group statistics for return on common 

equity indicate that, during the time period 1998-2003, 

the Company's realized returns on common equity in the 

Arizona jurisdiction were far below the composite returns 

of its peers. The differences can be largely attributed 

to Southwest having a volumetric rate design, declining 

average customer usage, and the gradual financial 

attrition associated with inflation and other costs 

relating to maintaining and upgrading the Company's 

distribution system. 

Southwest's Operating Environment 

Please discuss the Company's operating environment. 

Consideration of the Company's operating environment 

Form No. 155.0 (OW001) Word -17- 



.' 
2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

a 14 
15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

should be given for the use of a hypothetical capital 

structure. Southwest has been and continues to be one of 

the fastest growing local gas distribution companies in 

the nation, which has required significant amounts of 

capital expenditures. This, combined with declining 

average customer usage+/, several warmer-than-normal 

heating seasons and the impact from regulatory lag, has 

resulted in sub-standard financial results, all of which 

have impeded the Company's tangible efforts to improve 

its financial condition. 

To put into perspective the rapid level of growth 

experienced by the Company during the period 1994 to 

August 31, 2004, on a total Company basis, the Company 

has spent approximately $2.13 billion dollars in capital 

expenditures and has added about 623,000 new customers. 

For the Company's Arizona jurisdiction, the Company has 

spent approximately $1.02 billion dollars in capital 

expenditures and has added about 295,000 new customers. 

During the same time period, the average realized rate of 

return on equity has been 5.04 percent for the Arizona 

jurisdiction (see Company witness Robert A. Mashas's 

Exhibit No. - (RAM-l), Sheet 2) .?I 

~ 

- 4 1  Please see the direct testimony of Company witness James 
Cattanach, who discusses the phenomenon of declining average 
residential customer usage. 

- S /  Please see the direct testimony of Company witness Robert Mashas, who 
addresses the impact of unrealized margin, regulatory lag, and the 
proposed CMT on the Company's historical financial performance. 
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Q. 24 

How has regulatory lag impacted the Company’s financial 

condition? 

The Company has had to file periodically for rate relief 

as a result of not being able to realize its authorized 

rate of return. This has resulted in the Company 

experiencing regulatory lag. The amount of time between 

the time a revenue deficiency is experienced and new 

rates are established is defined as regulatory lag. In 

the Company’s Arizona jurisdiction, the Company has filed 

for and received rate relief five times in the ten-year 

period of 1992 through 2001. Company witness Mr. Mashas, 

in his prepared direct testimony, has calculated that 

during this time period, the average time period between 

the end of the test period and the effective date of new 

rates in Arizona to be 17 months. The cumulative 

after-tax impact of regulatory lag on earnings to the 

Company was estimated to be $60.6 million. As such, the 

impact of regulatory lag experienced by the Company has 

been significant. 

The Company recognizes that it is not the fault of 

the Commission nor its staff that rates are established 

based on historical ratemaking methodologies. However, 

the Company simply reminds the Commission of the impact 

regulatory lag has had and continues to have on the 

Company and its ability to improve its financial 

condition. 

What evidence exists to demonstrate the Company‘s 
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commitment to improve its capital structure? 

The Company has made tangible efforts to improve its 

capital structure during this time, as the Company has 

increased its outstanding shares of common stock by 

approximately 69 percentb’ and has not raised the common 

stock dividend per share since May of 1994. In addition, 

the Company has issued trust originated preferred 

securities to help bolster its capital structure. 

In May 2004, the Company established a three-year, 

$60 million Common Equity Shelf Program (ESP). An ESP is 

a service offered by institutional bankers that provides 

for the issuance of relatively small amounts of new 

common equity continuously and discreetly as part of the 

regular daily trading flows. All aspects of the ESP are 

under the Company‘s control including the number of 

shares, trading period, and minimum sales price. The 

sales of common stock are made in “at the market” 

offerings in sales made directly on the New York Stock 

Exchange or sales made to or through a market maker or an 

electronic communication network. In addition, shares of 

common stock may be offered and sold by such other 

met hods, including privately placed negotiated 

transactions. 

The Company began issuing shares via the ESP in 

June 2004. As of August 31, 2004, the Company had issued 

- 6/ See Exhibit No.-(TKW-4), which displays Southwest‘s common stock 
issuances for  the period 1994-August 31, 2 0 0 4 .  
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approximately $13 million of common equity through this 

program. The ESP will augment the average $15-20 million 

of common equity issued annually under the Company's 

existing Dividend Reinvestment Plan, Customer Stock 

Purchase Plan, and Employee Investment Plan. 

The Company has been, and continues to remain, 

committed to improve its capital structure. However, 

there is a limit to how much common equity the Company 

can issue. Operating in a high-growth environment, the 

Company needs a realistic opportunity to increase its 

common equity from internally generated retained 

earnings. 

Given the rapid growth environment, what are the key 

factors that will enable the Company to continue to 

attract the capital necessary to meet growth-related 

capital expenditure requirements? 

Generally, investors will choose between alternative 

investments based on the risk and reward characteristics of 

the available investment opportunities. Consequently, the 

Company must compete with other utilities and alternative 

investment opportunities to attract equity capital. 

For Southwest to successfully attract equity 

capital, it must demonstrate an ability to achieve a 

competitive return on that equity capital. As a regulated 

natural gas utility, the Company's overall authorized 

return on equity for its shareholders is ultimately 

determined by the authorized rate base in each 
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jurisdiction multiplied by the applicable authorized 

equity ratio in the capital structure and the applicable 

authorized cost of equity. 

Mr. Hanley has provided testimony in this 

proceeding regarding a fair and reasonable cost of common 

equity, considering the Company' s specific risk factors 

and costs of common equity for proxy groups of "similar" 

natural gas utilities. His recommended return on common 

equity also factors in the requested hypothetical capital 

structure with a common equity ratio of 42 percent. The 

cost of common equity and the common equity weighting in 

the capital structure must be viewed together in 

determining a fair and reasonable return that is likely 

to attract the equity capital that the Company will 

require on a going forward basis. 

Accordingly, if investors are to have the 

opportunity to earn a fair and reasonable rate of return, 

as the standards in the B l u e f i e l d  and Hope cases support, 

any adjustment downward from the requested 42 percent 

common equity ratio would require a corresponding 

increase in the cost of common equity, and vice versa. 

For these reasons, the requested hypothetical capital 

structure, with a 42 percent common equity ratio, and 

Mr. Hanley's recommended cost of common equity of 

11.95 percent, are interdependent and critical to the 

Company in this proceeding. 

. . . . .  
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Q. 27 

Regulatory Precedent 

Has the Commission accepted the use of a hypothetical 

capital structure for ratemaking in the Company’s Arizona 

juri sdict ion? 

Yes. In the Company‘s last Arizona general rate case, 

Docket No. G-01551A-00-0309, the Commission adopted a 

hypothetical capital structure for ratemaking. In the 

decision (Decision No. 64172), the Commission stated: 

Staff and RUCO recommend a hypothetical 
capital structure consisting of 40 percent 
equity, 55 percent debt and 5 percent 
preferred stock. The Commission has utilized 
this same hypothetical capital structure in 
the last two rate cases. These parties believe 
that although the Company‘s capital structure 
has improved over the years, the Company 
remains so highly leveraged that it is not 
reasonable to set rates based on its actual 
capital structure. 11 

Additionally, the Commission stated its rationale for 

employing the hypothetical capital structure as follows: 

We believe that the hypothetical capital 
structure recommended by RUCO and Staff is 
appropriate. Employing a hypothetical capital 
structure containing 40 percent equity 
balances the need to protect the Company’s 
financial integrity, with the desire to allow 
ratepayers to benefit from the relative lower 
cost of debt versus equity. 

Have the Company’s other regulatory bodies accepted the 

use of a hypothetical capital structure? 

- 7/ ACC Decision No. 64172, p. 17. 
- E /  ACC Decision No. 64172, p. 18. 

7 
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A. 27 Yes. Both the CPUC and the PUCN have accepted the use of 

a hypothetical capital structure for ratemaking purposes. 

In the Company’s most recent California general rate 

case, Decision No. 04-03-034 pursuant to Application 

No. 02-02-12, Southwest was authorized a hypothetical 

capital structure for ratemaking purposes that contains 

42 percent common equity, 5 percent preferred equity and 

53 percent long-term debt, exactly the same as the Company 

is requesting in this proceeding. The decision states: 

In D.02-11-027 we adopted hypothetical capital 
structures very different from the existing 
capital structures for PG&E, Edison, SDG&E and 
Sierra, and we stated that the capital 
structure is designed to attract capital, 
improve credit ratings to investment grade, 
and maintain an investment grade setting.?’ We 
believe these same purposes apply to 
Southwest’s capital structure. Therefore, we 
will adopt a hypothetical capital structure 
for Southwest to reflect its current 
financial, business, and regulatory risks. - lo/ 

In the Company‘s last Nevada general rate case, 

Decision for Docket No. 02-02-12, Southwest was 

authorized a hypothetical capital structure for 

ratemaking purposes that contains 40 percent common 

equity, 6.6 percent preferred equity and 53.4 percent 

debt. The PUCN explained its rationale for utilizing a 

hypothetical capital structure: 

- 9’ D.02-11-027, p .  11. 

- 10/ CPUC Decision No. 04-03-034, p. 59-60. 
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Q. 28 

A. 28 

The strongest reason to use a hypothetical 
capital structure is to ensure that Southwest 
is not disadvantaged when compared to other 
investment opportunities . . . the Commission 
recognizes that Southwest’s revenues have 
suffered due to increased efficiencies and 
decline in per customer usage, which will 
likely continue into the future. To compensate 
Southwest for this loss  of revenues and to 
encourage Southwest to continue to support 
efficiency gains, the Commission finds that for 
the purpose of setting rates in this case, an 
equity ratio of 40 percent should be used.2’ 

Consistency with Modern Finance Theory 

Please briefly describe the modern financial theory 

concerning capital structure, the cost of equity, and the 

overall cost of capital. 

To gain an understanding of the relationship between 

capital structure, the cost of equity, and the overall 

cost of capital, it is best to start with the classic 

Modigliani-Miller (MM) proposition that the cost of 

capital of a firm is independent of its capital 

structure. This proposition is based on perfect market 

conditions where there are no taxes and no bankruptcy. 

For example, assume a firm is financed only by 
equity and has a 10 percent cost of equity, 
therefore it would have a cost of capital equal 
to 10 percent. If the firm elected to employ 
lower cost debt and changed its capital 
structure to be 40 percent debt and 60 percent 
equity, and the cost of debt was 7 percent, 
what happens to the cost of equity and the 
overall cost of capital? Under the MM 
proposition, the overall cost of capital would 
remain the same, at 10 percent, and the cost of 
equity would increase to 12 percent. Now if the 

11’ PUCN Decision for Docket No. 02-02-12, pages 9-10. - 
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firm increased the ratio to SO percent debt and 
50 percent equity, assume the cost of debt 
increases to 7.25 percent due to the increased 
amount of leverage, the cost of equity would 
increase to 12.75 percent and the overall cost 
of capital would remain at 10 percent. The 
calculations of the weighted cost of capital 
for these examples are shown as follows. 

Component 
Equity 
Debt 

Total 

Component 
Equity 
Debt 

Total 

Component 
Equity 

Weight 
100.00% 

0 . 0 0  

100.00% 

Weight 
60.00% 
40.00 
100.00% 

Weight 
50.00% 

Rate 
10.00% 
0.00 

Rate 
12.00% 
7.00 

Rate 
12.75% 

Weighted 
Rate 
10.00% 

0 . 0 0  

10.00% 

Weighted 
Rate 
7.20% 
2.80 

10.00% 

Weighted 
Rate 
6.38% 

Debt 50.00 7.25 3.62 
Total 100.00% 10.00% 

What can be seen from these examples is that 

capital structure does affect the cost of debt and 

equity, however the changes in those costs are exactly 

offset by changes i n  the weights of each capital 

structure component. The costs of both debt and equity 

increase with greater amounts of debt because both debt 

holders and shareholders are exposed to greater risk. The 

key insight provided by the MM theory is that the cost of 

capital is a function of the risk of the firm's assets 

and the "law of one price" should hold, as the cost of 

capital is based on the level of risk of the assets and 

not how the firm is financed. 
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The modern theory of capital structure, which 

includes taxes and bankruptcy, says the cost of capital 

is not constant, but becomes a U-shaped curve. Under what 

is known as the “static trade-off theory,” the cost of 

capital begins to decline as debt is first used in the 

capital structure due to the tax-deductibility of 

interest and reaches a minimum value at the point the 

increased risk and costs of financial distress begin to 

increase the overall cost of capital. With the static 

trade-off theory there exists an optimal capital 

structure which results in the minimum cost of capital 

and the maximum firm value. The important point of both 

theories is that there is a dynamic relationship between 

capital structure, the costs of the individual types of 

capital, and the resulting overall cost of capital. It is 

universally accepted that the cost of equity increases as 

the amount of leverage is increased in the balance sheet. 

Can you explain why it is not valid, based on modern 

finance theory, to employ the Company’s actual capital 

structure with the estimated required return on common 

equity based on Mr. Hanley‘s proxy group companies? 

Given the relationship between capital structure and the 

cost of equity previously discussed, the difference in the 

Company’s actual capital structure relative to the proxy 

group average results in a significantly higher level of 

financial risk for the Company. Absent any adjustment for  

the difference in financial risk, applying the estimated 
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required return on equity derived from the proxy group to 

the Company's actual capital structure is inappropriate, 

as the required return on common equity is positively 

related to the debt-to-equity ratio of the firm. 

A prominent finance scholar, Stewart Myers, who has 

published a number of studies on capital structure 

theory, states the following: 

The cost of equity does depend on capital 
structure. Comparisons of cost of equity 
estimates or allowed or actual returns make 
sense only if differences in financial leverage 
are accounted for. When a given utility's debt 
ratio increases, the cost of equity also 
increases and the allowed return must be 
adjusted upwards. This adjustment is required to 
presewe a fair return to equity investors. G/ 

Similarly, Bradford Cornell states: 

... the cost of equity capital depends on the 
investment risk of the equity, which depends, 
in turn, on the company's capital structure. 
More highly levered companies will have 
riskier equity and higher cost of equity 
capital. If the dividend discount model is to 
be applied to a "comparable" company, the 
appraiser must verify that the comparable 
company has a similar capital structure. If it 
does not, the cost of capital estimated for 
the comparable cannot be applied to the 
appraisal target without an adjustment to 
reflect the impact of leverage on risk." l3 

In addition, the standards cited in the B l u e f i e l d  

and Hope cases support this test of comparability in the 

level of risk and rate of return. 

- 12/ Stewart C. Myers, "Capital  S t r u c t u r e  and the C o s t  of C a p i t a l  for 
Regulated Companies," prepared for The New York Energy Collaborative, 
December 4, 1992. 

- 13/ Bradford Cornell, Corporate Valuation, 1993, McGraw Hill, Ny, p.199. 
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0. 31 

A. 31 

For utility ratemaking, what kinds of risk-adjustments 

can be made to account for the differences in Southwest's 

financial and business risk as compared to Mr. Hanley's 

proxy groups of LDCs? 

For ratemaking purposes, to adjust for the differences in 

the financial and business risk of Southwest compared to 

that of the proxy groups of LDCs, there are three 

possible adjustments. They are: 

1. Employ a risk-adjusted hypothetical capital structure; 

2.Employ a risk-adjusted allowed rate of return on 

common equity; or 

3 .  Employ a partial risk adjustment to both the capital 

structure and the allowed ROE. 

The Company is recommending alternative number 3 ,  

to employ a partial risk-adjustment to both the capital 

structure and the allowed ROE. The Company's recommended 

capital structure is near, but still below, the average 

capital structures of the proxy groups and is consistent 

with credit rating agency criteria for a 'BBB', credit 

rating. Further, the Company believes this treatment is 

consistent with the B l u e f i e l d  and Hope standards. 

Fair and Reasonable Approach 

How does the overall rate of return based on the 

recommended hypothetical capital structure and 

Mr. Hanley's recommended cost of equity balance the 

interests of both customers and investors of the Company? 

The components of my recommended capital structure were 
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developed in an attempt to balance the interests of both 

investors and customers. The Company’s financial health 

is, over time, important in determining the rates it must 

charge its customers. Also, the Company’s credit ratings 

are significantly influenced by the financial strength of 

the Company, and the Company’s cost of debt and preferred 

equity capital are, in large part, determined by the 

Company’s credit ratings. With higher credit ratings, the 

Company’s cost of capital and the rates it charges its 

customers, all other things being equal, would be lower. 

With my recommended capital structure and 

Mr. Hanley’s recommended cost of equity, the Company will 

have a fair and reasonable opportunity to earn an overall 

rate of return that will help strengthen Southwest’s 

financial condition and, over time, improve the Company’s 

credit ratings and reduce the overall cost of capital. All 

to the ultimate benefit of customers through lower rates. 

It is also important that investors be given the 

opportunity to earn a rate of return that is commensurate 

with the level of risk associated with their investment. 

Investor confidence in Southwest is important for both 

its existing shareholders and for the Company’s ability 

to issue new common equity in the future. If the overall 

allowed rate of return is set below the Company’s actual 

cost of capital, then in the short-run, the Company’s 

customers will pay lower prices for natural gas service 

to the detriment of the Company’s current investors. 
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A. 32 

However, in the long-run, without an adequate level of 

return, the Company may not be able to attract sufficient 

financing at reasonable rates to continue to fund the 

required capital expenditures and maintain its quality of 

customer service. 

The Company cannot solely rely on issuing new 

equity to improve its capital structure, but must also 

increase common equity through retained earnings. My 

recommended capital structure, together with Mr. Hanley's 

recommended cost of common equity, will augment the 

Company's tangible efforts to improve its financial 

condition. In the long-run, this will benefit both the 

Company's customers and investors. 

Please summarize the Company's justification for the 

recommended hypothetical capital structure. 

The Company's justification for a hypothetical capital 

structure is as follows: 

e Southwest is a multi-jurisdictional utility company 

consisting of gas distribution utility operations 

in three states, and a wholly-owned construction 

company subsidiary; 

e The hypothetical capital structure is consistent with 

rating agency criteria for a "BBB" credit rating; 

The relative higher investment risk of Southwest as 

compared to the proxy groups of LDCs; 

e Consideration should be given to the Company's 

operating environment which includes high growth, 
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the impact of declining average usage, several 

years of warmer-than-normal heating seasons, and 

regulatory lag and their impact on the Company's 

financial condition; 

e Regulatory precedent for the Company's use of a 

hypothetical capital structure for ratemaking; 

0 The use of a hypothetical capital structure for 

ratemaking is consistent with modern finance 

theory; and 

a The use of the recommended hypothetical capital 

structure is fair and reasonable to both customers 

and investors. 

In addition, the Company will be required to access 

the capital markets in order to fund continued growth and 

infrastructure investment. T o  attract capital and 

maintain current investment, Southwest must, at a 

minimum, maintain its credit ratings and continue to 

strive to improve them to provide current and potential 

investors with compelling reasons to invest in the 

Company versus some other investment alternative. The 

most important reason for an investor to invest in 

Southwest is h s or her belief that the Company will 

provide an opportunity to earn a competitive 

risk-adjusted rate of return on that investment. 

The Company's recommendation for a capital 

structure comprised of 42 percent common equity, 

5 percent preferred equity and 53 percent long-term debt, 
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with a cost of equity of 11.95 percent (11.70 percent 

with the proposed CMT), is appropriate considering all of 

the above-mentioned factors. The Company believes the 

resulting overall rate of return is equitable to both 

shareholders and customers and will help maintain the 

Company's financial integrity. Maintaining an investment 

grade credit rating is beneficial for all stakeholders. 

EMBEDDED COST OF LONG-TERM DEBT 

Have you de,termined the appropriate cost rate for 

long-term debt capital? 

Yes. Southwest's appropriate rate for long-term debt in 

this proceeding is 7.49 percent. This rate is summarized 

on line 1, column (cj, of Schedule D-1, Sheet 1 of 2. 

Schedule D-2, Sheets 1 through 4, contains the development 

of the long-term debt cost rate. The cost of long-term 

debt is comprised of the cost of fixed-rate debentures, 

fixed-rate medium-term notes, and a variable-rate term 

facility . 
Please describe the development of the cost rates of 

debentures and notes. 

The Company had four outstanding debenture and note issues 

totaling $550 million of gross principal, at the end of 

the test year (August 31, 2004). The debentures and notes 

had a weighted average cost of 8.39 percent, as shown on 

line 5, column (e), of Schedule D-2 ,  Sheet 2 of 4. 

Please describe the cost rate of the medium-term notes. 

The Company established a $150 million medium-term note 
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program in November 1997. The name is somewhat of a 

misnomer as medium-term notes can be issued with maturities 

of nine months to 30-years. The Company issued all of its 

medium-term note program and had seven outstanding 

medium-term note issues totaling $150 million of gross 

principal at August 31, 2004. The medium-term notes had a 

weighted average cost of 7.50 percent, as shown on line 13, 

column (e), of Schedule D-2,  Sheet 2 of 4. 

How are the effective cost rates of debentures, notes, 

and medium-term notes calculated? 

The effective cost rates of debentures, notes, and 

medium-term notes are calculated through the use of the 

yield to maturity (YTM) or effective interest rate method. 

Please describe the YTM method. 

The YTM method is based on an internal rate of return 

calculation which takes into account the actual cash 

flows of each debt security. Specifically, the Company 

receives a cash inflow at the debt’s issuance consisting 

of the face value less any associated issuance expenses 

and debt discount. The Company’s cash outflows consist of 

interest payments and principal repayments. The effective 

rate is the percentage rate that discounts those cash 

outflows to the net cash inflow the Company receives at 

issuance. Once the effective rate is calculated, it is 

then multiplied by the net proceeds (i.e., the principal 

amount outstanding less any unamortized discounts) to 

determine the total expense per payment period for each 
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issue, The weighted average cost is then determined by 

weighting the effective cost of each issue by the current 

net proceeds amount. 

When used for ratemaking, the YTM cost rate results 

in a cost of an issue which remains constant over its 

life. The calculations for the effective cost of 

debentures, notes, and medium-term notes are shown in 

Exhibit No. (TKW-5), Sheet 1 through Sheet 13. 

Please describe and discuss the development of the cost 

rate for the variable-rate term facility debt. 

The Company has a three-year (May 2004 - May 2007) 

$250 million revolving credit facility. In addition, the 

Company has a $50 million uncommitted F-2 commercial 

paper program, which is supported by the revolving credit 

facility. The Company continues to view $100 million of 

the facilities as a permanent intermediate-term component 

of its debt portfolio and, accordingly, the Company has 

classified it as long-term debt. The remaining 

$150 million of the facility continues to be used to fund 

recurring, seasonal working capital needs. 

At the end of the test period, the Company had 

outstanding $100 million as part of the long-term debt 

portion of the facilities. Of this amount, $50 million 

was outstanding as LIBOR (London Interbank Offered Rate) 

loans and $50 million was outstanding as commercial 

paper. The all-in effective rate of the long-term debt 

portion of the facility at the end of the test year was 
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2.59 percent, as shown on line 1, column (c) of Schedule 

D-2, Sheet 3 of 4 .  This all-in rate includes the interest 

on the loans, an annual fee, and unused commitment fees 

for amounts outstanding as commercial paper and 

amortization of debt expenses incurred to establish the 

facilities. Exhibit No.-(TKW-6), Sheet 1 to Sheet 4, 

displays the calculation of the effective cost of the 

LIBOR loans and commercial paper under the term facility. 

Why are the Clark County and Big Bear Industrial Revenue 

Bonds (IDRBs) excluded in calculating the cost of 

long-term debt? 

Southwest has issued IDRBs in two of its rate 

jurisdictions. The IDRB issues and applicable rate 

jurisdictions are as follows: (1) the Clark County, 

Nevada IDRBs (93 Series A, 99 Series A, B & C, 2003 

Series A , B , C , D  & E, and 2004 Series A) for its Southern 

Nevada rate jurisdiction, and (2 )  the City of Big Bear, 

California IDRBs (93 Series A) for its Southern 

California rate jurisdiction. As reflected in the IDRB 

indentures and financing agreements, the proceeds from 

the issuance of this type of debt are restricted to 

funding qualified construction expenditures for additions 

and improvements in the specific distribution systems to 

which the IDRBs relate. 

In addition, there are strict Internal Revenue 

Service (IRS) rules which stipulate that the benefits of 

the tax-exe.mpt, lower cost IDRBs must accrue to customers 
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in the specific jurisdiction to which the IDRBs apply. 

Deviation from the requirements of this IRS ruling could 

result in the loss of the IDRB tax-exempt status. This 

would in turn cause the Company to refinance its debt at 

a much higher cost. 

How have Southwest's regulatory bodies treated the cost 

of IDRBs in past regulatory proceedings? 

Southwest has historically excluded the IDRBs from the 

cost of debt calculation in all regulatory jurisdictions, 

except for the specific jurisdictions (Southern Nevada 

for Clark County IDRBs and Southern California for City 

of Big Bear IDRBs), to which the relevant IDRBs apply. 

This Commission, the PUCN, the CPUC, and the Federal 

Energy Regulatory Commission have accepted this treatment 

for IDRBs in past regulatory proceedings. 

EMBEDDED COST OF PREFERRED EQUITY 

Please discuss the development of the cost of preferred 

equity. 

The Company's requested cost of preferred equity is 

8.20 percent, as shown on line 2, column (c) of Schedule 

D-1, Sheet 1 of 2. In August 2003, the Company issued, 

through a public offering, $100 million in trust 

originated preferred securities (TOPrS) , of which 

$60 million of the proceeds were used to refinance the 

Company's then existing 9.125 percent preferred 

securities, which had an effective all-in cost of 

9.51 percent. The $100 million in securities have a $25 
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per share liquidation value and pay a dividend at an 

annual rate of 7.70 percent paid quarterly. The effective 

all-in cost of these securities is 8.20 percent and is 

determined using the YTM method previously described. 

Included in the effective cost are the issuance expenses 

and the economically incurred costs from refinancing the 

$60 million of preferred securities. The details of the 

Company's 2003 preferred refinancing are presented later 

in my testimony. Exhibit No. - (TKW-7) details the 

calculation of the effective cost for preferred equity. 

What are the main benefits of issuing preferred 

securities in the form of TOPrS? 

Generally, the benefits are two-fold: the positive tax 

treatment of these securities and the favorable rating 

agency treatment. Dividends-paid on traditional preferred 

stock by the issuer are not tax-deductible and would 

require the effective cost to be grossed-up for taxes in 

determining the revenue requirement. The TOPrS were 

issued by a wholly-owned business trust of the Company 

(Southwest Gas Capital 11), the sole purpose of which was 

to issue such securities. By using the trust structure, 

the Company is able to deduct for tax purposes the 

payments made in connection with the securities. As a 

result, the tax-deductibility feature provides an overall 

lower revenue requirement for customers as compared to 

traditional preferred stocks. 

Due to certain equity-like characteristics of the 
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TOPrS securities, S&P affords a certain level of "equity 

credit" in its evaluation of the credit quality of a 

company. These equity-like characteristics include a 

longer-maturity (typically 30 years) , subordination of 

interest payments to the trust, and deferability of 

distributions to security holders for up to five years. 

Currently, S&P assigns a 40 percent "equity credit" for 

TOPrS . 
Are the TOPrS securities convertible into common stock? 

No. The Company's TOPrS securities contain no conversion 

feature . 
2003 PREFERRED SECURITIES REFINANCING 

Please discuss the preferred securities refinancing that 

the Company undertook during 2003. 

With the favorable low interest rate environment in 2003, 

the Company refinanced $60 million of callable TOPrS, 

which had a dividend rate of 9.125 percent and an 

effective all-in cost of 9.51 percent. 

Please describe the Company's analysis to determine the 

economics of refinancing the preferred securities. 

The Company's economic analysis of the refinancing was 

based on a methodology that determined the net present 

value (NPV) savings of the incremental after-tax cash flows 

associated with refinancing the preferred securities. 

Incremental after-tax cash flows were comprised of interest 

savings, upfront after-tax refinancing costs, and the 

incremental benefit from the tax shield associated with 
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debt expense amortization. The annual net incremental 

after-tax cash flows were then discounted using the 

after- tax dividend rate of the security used to refinance. 

The sum of these annual discounted after-tax cash flows 

represented the NPV from refinancing. 

Since the calculated NPV from the refinancing was 

positive, the refinancing is determined to be economic. 

The NPV savings associated with the refinancing will be 

passed on to the Company's customers through the 

ratemaking process in the form of a lower embedded cost 

of preferred securities. 

Please explain the Company's NPV computation. 

The NPV from refinancing was computed by discounting the 

difference between the after-tax cash flows from the new 

issues and the after-tax cash flows from the refunded 

issues. The following model was used to calculate the NPV 

savings for the refunded issues: 

NPV Model 

NPV = C [Interest Savinqs - Upfront Refinancina Costs + Amortization Tax Shield) 
Maturity Debt Expense 

(l+(l-tax rate) x Discount Rate)t 
t=l 

where: 
Interest Savings = (1-tax rate) x (dividend rate on old issue - dividend rate on new issue) x outstanding principal 
amount refunded. 
Upfront Refinancing Costs = ((I-tax rate) x call premium) - (tax rate x unamortized debt issuance expense 
balance) + new issue expense 
Debt Expense Amortization Tax Shield = (debt expense amortization new debt - debt expense amortization old 
debt ) x (tax rate) 

The after-tax interest savings/ (cost) was 

calculated by multiplying the outstanding principal 

amount of the refunded issue by the difference between 
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the dividend rate on the new issue and the dividend rate 

on the old issue, the product of which was multiplied by 

(1-tax rate). The upfront refinancing costs are the total 

of the after-tax call premium plus new issue costs, less 

the tax shield from expensing the unamortized balance of 

debt costs associated with the old issue. 

Another benefit/ (cost) from the refinancing, 

considered in the analysis, was the tax shield computed 

on the difference between the amortization of the new 

issuance expense and the amortization of the refinancing 

expense. 

How was the discount rate used in the NPV analysis 

determined? 

The discount rate was the new dividend rate of 

7.7 percent, which was adjusted to an after-tax basis. 

The use of the dividend rate as the discount rate is 

consistent with Commission Decision No. 57745, in which 

the Commission stated that it was appropriate to use the 

actual coupon rates of the new debt as the discount rate 

in the NPV calculation. 

What is the NPV and revenue requirement savings 

calculated from refinancing the $60 million of TOPrS? 

The Company calculated the NPV savings of refinancing the 

$60 million of TOPrs to be approximately $5.8 million. 

The revenue requirement savings for the test period in 

this proceeding is $606,014. Exhibit No. (TKW-8) 

presents the calculation of the NPV savings for the TOPrs 

- 
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and Exhibit No.-(TKW-9) displays the calculation of the 

revenue requirement savings. 

Would you please summarize the customer benefits derived 

from the 2003 preferred refinancing? 

The benefits achieved from the Company's 2003 preferred 

refinancing are described below: 

The NPV savings for refinancing the $60 million of 

TOPIS was calculated t o  be approximately 

$5.8 million. The revenue requirement savings for 

the test 'period were calculated to be $606,014 for 

the Arizona jurisdiction; and 

The maturity of the new TOPRs  was extended by 

approximately 18 years over the refinanced TOPrS 

and the refinancing issue contains a call option, 

providing flexibility to retire or refinance the 

issue in the future. 

this conclude your prepared direct testimony? 

it does, 

2004-8z-grc-wo~d 1 .doc 
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Standard & Poor's Utility Group Financial Targets 

I Funds From ODerations Interest Coverage i 
Business 

Profile 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 

"W 
3.0 2.5 
4.0 3.0 
4.5 3.5 
5.0 4.2 
5.5 4.5 
6.0 5.2 
8.0 6.5 
10.0 7.5 

"A" 
2.5 1.5 
3.0 2.0 
3.5 2.5 
4.2 3.5 
4.5 3.8 
5.2 4.2 
6.5 4.5 
7.5 5.5 
10.0 7.0 
11.0 8.0 

"BBB" "BB" 
1.5 1 .o 
2.0 1 .o 
2.5 I .5 
3.5 2.5 
3.8 2.8 
4.2 3.0 
4.5 3.2 
5.5 3.5 
7.0 4.0 
8.0 5.0 

1.5 1 .o 
2.5 1.5 
2.8 1.8 
3.0 2.0 
3.2 2.2 
3.5 2.5 
4.0 2.8 
5.0 3.0 

1 Funds from ODerations to Total Debt 1 
Business 

Profile 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 

"W 
20.0 15.0 
25.0 20.0 
30.0 25.0 
35.0 28.0 
40.0 30.0 
45.0 35.0 
55.0 45.0 
70.0 55.0 

15.0 
20.0 
25.0 
28.0 
30.0 
35.0 
45.0 
55.0 
65.0 
75.0 

"A" 
10.0 
12.0 
15.0 
20.0 
22.0 
28.0 
30.0 
40.0 
45.0 
55.0 

"BBB" 
10.0 5.0 
12.0 8.0 
15.0 10.0 
20.0 12.0 
22.0 15.0 
28.0 18.0 
30.0 20.0 
40.0 25.0 
45.0 30.0 
55.0 40.0 

"BB" 

10.0 5.0 
12.0 8.0 
15.0 10.0 
18.0 12.0 
20.0 15.0 
25.0 15.0 
30.0 20.0 
40.0 25.0 

Total Debt to Total Capital 1 
Business 

Profile 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 

"AA" 
48.0 55.0 
45.0 52.0 
42.0 50.0 
38.0 45.0 
35.0 42.0 
32.0 40.0 
30.0 38.0 
25.0 35.0 

" A  
55.0 60.0 
51 .O 58.0 
47.5 55.0 
43.0 52.0 
41.5 50.0 
39.5 48.0 
37.5 45.0 
35.0 42.0 
30.0 40.0 
24.0 35.0 

"BBB" 
60.0 70.0 
58.0 68.0 
55.0 65.0 
52.0 62.0 
50.0 60.0 
48.0 58.0 
45.0 55.0 
42.0 52.0 
40.0 50.0 
35.0 48.0 

"BB" 
1 

65.0 70.0 
62.0 68.0 
60.0 65.0 
58.0 62.0 
55.0 60.0 
52.0 58.0 
50.0 55.0 
48.0 52.0 

Business Profile - the business profile score assesses the qualitative attributes of a firm, with "1" being 
considered lowest risk and " IO"  highest risk. 

Source: Standard & Poor's Utilities Perspectives, June 7,2004 
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Energy Risk - Fresh Look at US Utlllty Regulation 
(RlskC~nter.com - Feb. 2) 
02 0% 2004 Powemuketers Industry PubUcatIoM 

Location: New York Author: Todd A Shlpman, CFA Date: 
Monday, Febnraty 2,2004 

Standard & Poor's FWngs Senrlces has been t&ckhg the ups 
and downs of utility regulation for years, and in the past year or 
so has noted the recent upswing in the amount of attention that 
regulators and their activftles are atttacting. 

with the renewed and increasing influence that regulators are 
asserting on the credborlhlness of utilities, especially as many 
managements scramble back under the protective umbrella of 
comprehensive regulation, Standard 8, Poor"$ offers this primer 
on how we analyze the effed of regulatkm on ufflity credit 
ratfngs. The entke range of regulatory actions and hadlons Is 
examinedl but fnevttably it Is the analysis of rate case dedsions 
that provides the key indicator of the level of support. 

Ftrst, however, it is useful to remember the legal status of kity 
regulatory bodies when developfng the basic analytical 
approach to thelr adMtles and declsbns. Most utility 
wmmlsslons are, In a legal sense, "creatures of the 
legislature'; that is, the d e  they play is essentially legislative 
and not Judidal. The responsibility $or setting utiUty rates and for 
other various fUnctions is actually that of leglstators, but has 
been delegated to regulators for praqthl reasons. Thus, 
desplte the trapplngs of a court (testimony, rules of evidence, 
adminlstradve law vdges") and a long hlstory of accumulated 
case law governing their acthrities, the dedslon-maklng process 
of utility commlssloners more often resembles that of 
legislators, wlth its emphasis on comptomise and political 
conskleratlons, than that of Jurlsts who weigh evidence, 
construe the taw, fotlow legal precepts, and fhe like. 

The bnplicatbn for the anaiyst is that the behavior of regulators 
can more often be explained by looklng to pollucal factors than 
to analyzing legal precedents or assesslng the arguments of 
opposlng parties. That's why Standar5) & Poor's analysts spend 
oonskrable thne meeting Wsth regulators and staff members 
and accumulating knowledge about the local and regional 
political dlmate and Its qffect on a utility, h addltlon to 
analyzlng the knpaot of a particular rate decision or other 
commlssion pronouncements, Nevertheless, rate caws, once 
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SHEET 2 OF 3 thought to be obsolete 88 compdkn spread acmss the 

country, appear to be retuning to the forefront agaln. 

For mqJor rate cases that can dhdly affed ratings, the anatyst 

fling, The company% request for rate relief, the local public 
reaction to the filing, the mbuttals of Important parties and 
intervenors, and the conduct of the hearkrgs are all monitored, 
assessed, and commented upon, if necessary, as the case 
proceeds through its schedule. The ability of the commlsslon to 
render a fair and balanced dedsion that approprlately 
considers the interests of all the paNcipants in the process can 
sonoetlmes be affected by fncklents that occur while the case Is 
developing. Standard & Pabr's tracks whether the case Is 
dravylng a lot of attention, influential partles am staklng out 
extreme positions, or outside events such as upcoming 
eledlons are a M n g  the chances of a rate dedston that Is 
consistent with the financial projections the ratings are based 
on. 

WOLWO INSURAN 
mer aouda 

MI fdfow the developments in a rate proceeding from the brW 

. 

once a dedslon is reached, Standard 81 POOI'S analyzes its 
effect on the finandat fotecast for the company, gnd also to 
assess whether the aotions and precedents beh$ set by the 
commissfon In Its declslon will have a long-term effect on 
Standard & Foots opinion of the regulabty. environment h that 

explores a two-fold question: are the new rates based on a rate 
of return consistent with the company% ratings, and is the u t i l i  
belng afforded a legitimate opportunity to actualiy earn that rate 
ofretwn? 

On the former question, the analyst looks to equity returns 
being authorized for other utlllties of the same credit quality, as 
well as the capW structure employed to arrhre at the overail 
rate of return being used to set rates. On the latter, the test 
year and all of the adjustments made to the company's filed 
data are inspected b arrive at the final conclusion. Generally, 
deckions that featurn the most up-to-date information in 
detemlning tates, induding current test years and all "known- 
and-measurabie" changes, are viewed as providing companies 
with the best chance to earn a reasonable and cash-ridr return. 

' Jurisdiction. The analysis of the rate case fundamentally 

I 

Importantly, credit analysis also incorporates the cash4ow 
effect of a decision, espedaNy ifH is the result of a full or partial 
settlement between the parties. A common method to achieve 
the compromise often sought by the parties or the regulators is 
b defer cost recovery into the future, whkh can preserve 
earnings but weaken cash flow. Standard 81 Poor's places 
much emphasis on cash flow protection measures when 
assessing credit quallty, and a rate dedsion that ostensibly 
looks favorable for Investors can sometimes corne at the 
expet?se of bondholders. Attention to the details Is cruclal in 
analyzing a rate d8dSbn because some that appear to be 
fayorable on the surface can hide the "bite" that regulators took 
In the less conspicuous parts of the case, such as a change in 
the depreciation rate. 

. 

Flnally, one of the most Important lsWes affecting ratings may 
or may not be part of the ra tmse prooess, but Is constantly 
tracked by Standard 81 Poor's: the mvery of fuel and 

I '  '. ! 
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pumhased-power and gas uosts. The analysis concehtmtw ool 
StafHhy of cash flows and the relathre certainty of full recovery 
of these Items, the largest expenses for almost a! util11/es, in 
arrivlng at a consensus on the level of a utility's business risk. 

The stability that leads to Improved credit quallty can be 
supported by legislators and regulatws either through rate 
design or by carving out fuel and commodity expenses and 
treating them separately from the normal rate case process. 
Rate deslgn is established as part of a mte-case decision, and 
can be used to promote stability by allocating a.greater 
percentage offbted costs for recovefy through the standard 
monthly charge, The more common method Is a separate 
dause h the tariff that fluctuates automatically or near- 
automatkally as commodity costs rise and Fall. The presence of 
8 fuel and purchmed-power or gas dause that helps a utility 
manage its exposure to oommodlty ptice moves Is poswVe for 
credR ramgs. Not all  re created equal, however, and each 
mechanlsm Is studied to determine hovi closely it allows for 
matchlng of customer rates with expenses. 

Many other factors outside the scope of thls commentary can 

regulatory envkonmeht In which a utaity operates. Incentive 
ratemaking, s p a  rate rlden to h v e r  extraordfnary costs 
(as., envkonmental compliance), deregulation developments, 
the degree to which regulation insulates a utility from its parent, 
legislalive Initiatives, and other non-ratemaklng considerations 
can all atfect Standard & Poor's opinbn of the quality of 
regulation. The ability of management to control its regulatory 
riskand the historical attitude of regulatm. toward the Interests 
of utlifty bondholdem also enter Into the analysis. In the end, 
the regulatibn of public utnitles is the deflnlng element of the 
Industry and Is often the determhhg Lctor in the ratings of a 
uttllty. 

Published by Standard & Poor's, a Division of The MCOraw-Hill 
Companies, Inc. copyrisht 2003 by The McGraw-Hill 

. 

. play an important part In the overall assessment of the 

companies, Ino. 
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SOUTHWEST GAS CORPORATION 

(Dollars and Shares in Thousands) 
COMMON STOCK ISSUANCES 1994-2003 

Shares Shares Proceeds 
Line No. Year Outstanding Issued ($OOO's) Line No. 

(a) (b) (c) (4 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
I 1  

1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 
200 1 
2002 
2003 

12 2004[ I ]  
13 Total 

20,997 
21,282 
24,467 
26,733 
27,387 
30,410 
30,985 
31,710 
32,493 
33,289 
34,232 

285 
3,185 
2,266 

654 
3 , 023 

575 
725 
783 
796 
943 

4,773 
44,844 
38,767 
12,205 
67,180 
14,997 
15,595 
17,061 
18,174 
21,290 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 

35,531 1,299 27,087 
14,534 $ 281.973 12 

[ I ]  As of August 31, 2004. 
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SOUTHWEST GAS CORPORATION 
REVENUE REQUIREMENT SAVINGS 

2003 PREFERRED REFINANCING 

Description Rate Amount 
(a) (b) (c) 

Previous Preferred Effective Rate 9.5100% 

Refinanced Preferred Effective Rate 8.2000% 

Change in Effective Cost 1.3100% 

Capital Structure Weight Preferred 5.0000% 

Weighted Change in Effective Cost 0.0655% 

Rate Base $ 925,212,422 

Revenue Requirement Savings $ 606,014 

Line 
No. 
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Southwest Gas Corporation 
Docket No. G-01551A-04-0876 

BEFORE THE ARIZONA CORPORATION COMMISSION 

Prepared Rebuttal Testimony 
of 

THEODORE K. WOOD 

INTRODUCTION 

Q. 1 
A. 1 

Q .  2 

A. 2 

Q .  3 

A. 3 

Q .  4 

A. 4 

Please state your name and business address. 

My name is Theodore K. Wood. My business address is 

5241 Spring Mountain Road, Las Vegas, Nevada 89150-0002. 

By whom are you employed and in what capacity? 

I am employed by Southwest Gas Corporation (Southwest or 

Company) as Senior Manager in the Treasury Services 

Department. 

Did you sponsor direct testimony on behalf of Southwest 

in this proceeding? 

Yes, I did. 

What is the purpose of your rebuttal testimony? 

The purpose of my rebuttal testimony is to respond to 

specific aspects of the direct testimony presented by 

Stephen G. Hill, witness for the Arizona Corporation 

Commission Utilities Division Staff (Staff) and William 

A. Rigsby, witness for the Residential Utility Consumer 

Office (RUCO), regarding their recommendations and 

comments concerning capital structure and the overall 

allowed rate of return. Company witness Frank J. Hanley 

will address the allowed return on common equity 

-1- 
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Q .  5 

A. 5 

Q .  6 

A. 6 

recommended by Mr. Hill and Mr. Rigsby. 

Did you prepare any exhibits to support your rebuttal? 

Yes. I prepared the exhibits identified as Rebuttal 

Exhibit No. (TKW-1) through Rebuttal Exhibit No. 

(TKW-5). 

Please summarize your rebuttal testimony. 

My rebuttal testimony will address the following key 

issues : 

I will comment on both Staff’s and RUCO’s recommended 

Company ratemaking capital structures. 

appreciates the fact that both Staff and RUCO 

recognize the need to use a hypothetical capital 

structure. RUCO has accepted the Company‘s requested 

hypothetical capital structure, which contains 

42 percent common equity, 5 percent preferred 

securities and 53 percent long-term debt. Staff has 

proposed a hypothetical capital structure, which 

contains 40 percent common equity, 5 percent 

preferred securities and 55  percent long-term debt. 

Therefore, I will rebut certain aspects of the 

Staff‘s justifications for its recommended capital 

structure and discuss why a hypothetical capital 

structure with a moderately higher equity component 

is warranted. 

The 

0 I will explain why Staff’s recommendation for the 

Company to file a formal re-capitalization plan to 

achieve a 40 percent common equity ratio prior to its 
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next rate case is unwarranted and should be rejected. 

Staff, RUCO and the Company all share the common 

objective of Southwest improving its capital 

structure. What is absent from Staff‘s recommendation 

is any analysis of the Company’s operating 

environment and any recognition of the tangible steps 

the Company has taken to improve its capital 

structure; and 

0 I will comment on both Staff‘s and RUCO’s overall 

recommended rate of return. 

RUCO‘S RECOMMENDED CAPITAL STRUCTURE 

Q .  7 

A .  7 

What is RUCO‘s recommendation concerning the appropriate 

capital structure for ratemaking in this proceeding? 

RUCO‘s recommendation is to adopt the Company’s requested 

hypothetical capital structure of 42 percent common 

equity, 5 percent preferred, and 53 percent long-term 

debt. RUCO witness Mr. Rigsby, on page 44 of his direct 

testimony, states that the Company’s hypothetical capital 

structure is close to his proxy group’s average capital 

structure of 51.2 percent long-term debt, 0.3 percent 

preferred, and 48.5 percent common equity. 

STAFF‘S RECOMMENDED CAPITAL STRUCTURE 

2.  8 

4. 8 

What is Staff’s recommendation concerning the appropriate 

capital structure for ratemaking in this proceeding? 

Mr. Hill is recommending the use of a hypothetical 

capital structure containing 40 percent common equity, 

5 percent preferred securities and 55 percent long-term 
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A .  9 

2.  10 

A .  10 

debt. The key difference of Staff‘s versus the Company’s 

and RUCO’s proposed capital structures is the common 

equity component, with both the Company and RUCO 

recommending a 42 percent equity component. 

What is Mr. Hill’s justification for the use of a 

40 percent equity ratio in the hypothetical capital 

structure? 

On page 23 of Mr. Hill’s testimony, he states that a 

capital structure containing 40 percent common equity is 

similar to but slightly below the average for the gas 

utility industry (distribution and integrated companies), 

which he calculates to be 41.7 percent. Mr. Hill then 

states that the standard deviation of the gas industry 

common equity ratios is approximately 10 percent. Next, 

he shows that his proposed hypothetical capital structure 

is only 17 percent of one standard deviation unit below 

the average and for that reason his proposed equity ratio 

is reasonable. 

Do you agree with his analysis? 

No, I do not. Mr. Hill‘s analysis is misleading for two 

reasons. 

First, the gas industry common equity ratios are for 

30 companies (11 natural gas distribution companies 

included in Mr. Hill’s proxy group, plus 19 other gas 

industry companies), many of which are not primarily 

distribution companies, but are diversified companies 

including some that are in severe financial distress, 
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Q. 11 

A. 11 

such as the El Paso Corporation, which had an equity 

ratio of only 16 percent. To determine the reasonableness 

of the proposed hypothetical capital structure, capital 

structure comparisons should be made to the proxy group 

of natural gas distribution companies used by Mr. Hill to 

estimate the cost of common equity rather than a larger 

sample of 30 companies, as the financial risk of the two 

groups is not similar. 

Second, the comparison is made on equity ratios based 

on total capital structure, which includes short-term 

debt. For ratemaking purposes, the Commission's practice 

has been to utilize capital structures based upon 

permanent capital, which excludes short-term debt, as the 

permanent capital is the capital used to finance the 

long-term rate base investment of a utility. Including 

short-term debt in the ratemaking capital structure would 

underestimate the cost of financing a utility's ratebase. 

How does the Company's requested 4 2  percent equity 

component compare to the average equity component of 

Mr. Hill's proxy group? 

Mr. Hill's proxy group's (11 natural gas distribution 

companies) permanent capital structure has an average 

equity ratio for 2004  of 5 0 . 2 1  percent. Rebuttal Exhibit 

No.-(TKW-2) displays the permanent capital structure of 

Mr. Hill's proxy group for the period 2000-2004  and the 

related statistics. The standard deviation of the proxy 

group's common equity ratios is 6.76 percent. The 
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5. 12 

Company‘s requested 42 percent common equity ratio is 

approximately 1.2 standard deviations below the proxy 

group average. Further, Mr. Hill’s proxy group includes 

Southwest, which had the lowest common equity ratio. 

Removing the Company from the proxy group, the average 

proxy group equity ratio is 51.7 percent and the standard 

deviation is 4.85 percent. The Company‘s requested 

42 percent common equity ratio is two standard deviations 

below the proxy group average. Clearly, the Company’s 

requested 42 percent equity component is reasonable. 

Lowering the equity component to 40 percent would create 

a larger disparity between Southwest’s proposed equity 

component and the proxy group’s average equity component 

used by Mr. Hill to estimate the cost of common equity. 

What other guidelines or recent regulatory precedent 

exists that supports the reasonableness of the Company’s 

requested hypothetical capital structure? 

Concerning the use of a hypothetical capital structure, 

the National Association of Regulatory Utility 

Commission‘s (NARUC) Rate Case and Audit Manual statesL’: 

If the utility’s proportion or cost of debt is 
significantly different than that indicated as 
industry averages, the auditor may wish to 
consider using a hypothetical capital 
structure, in lieu of the actual capital 
structure. In doing this, one would look to 
base the capital structure on industry 
averages for similarly situated utilities, in 
effect, using a more normal capital structure 

LJ Rate Case and Audit Manual, Prepared by NARUC Staff Subcommittee on 
Accounting and Finance, Summer 2003, page 43. 
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for rates than that indicated by the actual 
capital structure. This is sometimes done when 
either the proportion of debt or proportion of 
equity is an unusually large portion of the 
capital structure. (underlining added for 
emphasis) 

In addition, the Federal Energy Regulatory Commission 

(FERC) , in natural gas pipeline proceedings, has employed 

hypothetical capital structures based on the average 

capital structure of the proxy group companies used to 

estimate the cost of common equity. In the recent FERC 

decision for High Island Offshore System, L.L.C., 110 FERC 

7 61,043 (2005) , FERC accepted the use of a hypothetical 

capital structure rather than employ the capital structure 

of the parent company, GulfTerra, whose capital structure 

was comprised of 63 percent debt and 37 percent common 

equity. FERC accepted the use of a hypothetical capital 

structure, which was proposed by FERC Staff, that was 

based on the average capital structure of the proxy group 

companies used in the DCF model analysis to estimate the 

cost of common equity. The hypothetical capital structure 

used was 50.8 percent debt and 49.2 percent common equity. 

In the decision FERC statedz’: 

The Commission also affirms the ALJ‘s decision 
to adopt a hypothetical capital structure 
based on the average equity ratio of the same 
proxy group Staff uses for its DCF analysis. 
As the ALJ found, this assures a match between 
the financial risk inherent in the DCF 
analysis used to develop the return on equity 
and the hypothetical capital structure. 

- 2/ High Island Offshore System, L.L.C., 110 FERC 9 61,043 at P 147 (2005). 
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Q .  13 

A. 13 

There exists support to employ the average industry 

capital structure of similar utilities when employing a 

hypothetical capital structure. In comparison, the 

Company's requested hypothetical capital structure 

contains less common equity than the average common 

equity ratio of the proxy groups used by any of the cost 

of capital witnesses in this proceeding (Southwest's, 

Staff s, or RUCO' s )  . 

What is Southwest s current capital structure and how 

does that compare to the test period and the Company's 

recommended hypothetical capital structure? 

Displayed in the table below is the Company's actual 

capital structure as of June 30, 2005, actual capital 

structure at the end of the test period (August 31, 

2004), and the Company's recommended hypothetical capital 

structure. 

Current Test Period 
Jun-05 AUCJ-04 Recommended 

Long-Term Debt 58.1% 60.8% 53.0% 
Preferred Equity 4.9% 5.1% 5.0% 
Common Equity 37.0% 34.1% 42.0% 

Total 100 - 0% 100.0% 100.0% 

It is important to note that at June 30, 2005, the 

Company had a Purchased Gas Adjustment (PGA) receivable 

balance of $58.2 million and no short-term debt 

outstanding. In addition, the Company reported that for 

the 24-month period ending June 30, 2005, the Company 

lost approximately $24 million in margin due to the 

combined effects of weather and conservation. Adjusting 

-8- 



2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

0 :: 
15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

Q. 14 

A .  14 

the balance sheet for the after-tax effects of the PGA 

balances and lost margin, the Company’s common equity 

component would be approximately 38.5 percent. The 

capital structure adjusted for both of these factors is 

displayed in Rebuttal Exhibit No. (TKW-3). 

This clearly shows that in the ten-month period since 

the end of the test period, the Company has made 

significant progress in improving its capital structure 

and even greater progress would have been made if not for 

the impacts of PGA balances and lost margin due to weather 

and conservation. At the requested 42 percent equity ratio 

in the capital structure, the Company is five percentage 

points above its June 30, 2005 actual equity component and 

approximately eight percentage points below Mr. Hill’s 

proxy group of natural gas companies. 

Do you agree with Mr. Hill’s assertion that the annual 

rate impact of the Company’s proposed hypothetical 

capital structure is over $8 million (page 22 of his 

direct testimony) ? 

No. Mr. Hill’s analysis contains one critically flawed 

assumption, which renders the end result of his analysis 

incorrect. To support his assertion, Mr. Hill displays 

his calculation in Exhibit No. (SGH-1) , Schedule 2, 

page 2 of 6, which compares the annual revenue 

requirement of using the Company’ s proposed hypothetical 

capital structure that contains 42 percent common equity 

versus the Company‘s actual capital structure with 

- 9 -  



35 percent common equity. The fatal flaw in Mr. Hill's 

analysis is that he does not take into account the 

significant differences in the capital structures, where 

a capital structure with lower equity and higher debt 

components would have additional financial risk, and 

therefore would require a higher return on common equity. 

In my direct testimony, pages 26-29, I discuss the 

relationship between capital structure, the cost of 

equity, and the overall cost of capital. A key concept of 

capital structure theory, which is universally accepted, 

is that the cost of common equity increases as the amount 

of financial leverage in the balance sheet increases. In 

Mr. Hill's analysis, he employs the Company's requested 

11.95 percent return on common equity in both capital 

structures to compute the difference in revenue 

requirements. If the Company had not proposed using a 

hypothetical capital structure, then the requested rate 

of return for common equity would have been significantly 

higher to compensate for the additional risk reflected in 

the Company's actual capital structure. Company witness 

Frank J. Hanley points this out in his direct testimony, 

on page 54, lines 19-23, where he states: 

If this Commission were to adopt Southwest's 
actual capital structure ratios, either the 
average during or at the end of the August 31, 
2004 test year in lieu of the proposed 
hypothetical ratios, my recommended common 
equity cost rate would be higher than 11.95% 
because of the added financial risk, 
consistent with basic financial precepts. 
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A .  15 

In addition, RUCO witness Mr. Rigsby, on page 45, 

lines 11-13, of his direct testimony, acknowledges the 

relationship between capital structure and the required 

return on common equity where he states: 

In the case of a publicly traded company, such 
as those included in my proxy group, a company 
with SWG‘s level of debt would be perceived as 
having a higher level of financial risk and 
therefore would also have a higher expected 
return on common equity. 

Mr. Hill’s assertion that the annual rate impact of 

the Company‘s proposed hypothetical capital structure is 

over $8 million dollars is spurious and should be 

disregarded. 

Please comment on Mr. Hill’s assertion that the past use 

of the hypothetical capital structure has resulted in 

ratepayers subsidizing the Company’s financial strength. 

Mr. Hill points out the Company’s rates in Arizona have 

been set using a hypothetical capital structure for some 

time, which he characterizes as a ratepayer subsidy. It 

is important to point out that the reason for imputing a 

hypothetical capital structure is to adjust for the 

substantial difference in financial risk between the 

capital structure of the Company and that of the average 

capital structure of other natural gas distribution 

companies. Absent the use of the hypothetical capital 

structure, the allowed rate of return would need to be 

adjusted upward to compensate for the difference in 
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financial risk. The hypothetical capital structure does 

not decrease the level of risk faced by equity holders, 

but indirectly increases the return to equity and, in 

doing so, helps maintain the Company's financial 

integrity and its ability to attract capital, both of 

which provide long-term benefits to the Company's 

customers. The Company appreciates the fact that the 

Commission has recognized the need to utilize a 

hypothetical capital structure for ratemaking purposes in 

past proceedings. 

Unfortunately, the reality of the situation is that 

the Company's Arizona customers have had the benefit of a 

safe and reliable natural gas distribution system, for 

which the Company has not been able to realize a 

competitive risk-adjusted rate of return on common 

equity. In Company witness Robert A. Mashas's direct 

testimony, pages 11-14, he discusses the Company's 

inability to earn its authorized rate of return in 

Arizona, which has been impacted by factors outside the 

control of management, such as declining average customer 

usage and regulatory lag. During the period 1994-2004, 

the Company earned an average return on common equity of 

5.04 percent in its Arizona jurisdiction, which was 

calculated based on the Company's actual equity component 

of the capital structure [see Mr. Company witness Robert 

A. Mashas's Exhibit No.-(RAM-l) ,  Sheet 2 of 61. The 

average authorized capital structure contained a 
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Q .  16 

A. 16 

40 percent equity component and the average authorized 

rate of return was slightly above 11 percent for the same 

time period. Clearly, Southwest customers have not been 

’subsidizing” Southwest as asserted by Mr. Hill. 

Please summarize the Company’s position on why a 

moderately higher equity component than that of 

Mr. Hill’s hypothetical capital structure is warranted. 

The Company believes a hypothetical capital structure 

with a moderately higher equity component is supported by 

the following factors, which were enumerated on pages 

8-28 in my direct testimony: 

Southwest is a multi-jurisdictional utility company 

consisting of gas distribution utility operations in 

three states, a natural gas pipeline, and a wholly-owned 

construction company subsidiary; 

The hypothetical capital structure is consistent with 

rating agency criteria for its current ’BBB” bond 

rating; 

The relative higher level of investment risk of 

Southwest as compared to the proxy groups of utility 

companies; 

Consideration should be given for the Company’s 

tangible efforts to improve its capital structure and 

to recognize the impacts to the Company’s financial 

condition from the high growth environment Southwest 

exists in, including the impact that declining 

average usage and several years of warmer-than-normal 
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heating seasons has had on the Company’s financial 

condition; 

Regulatory precedent for the Company’s use of a 

hypothetical capital structure for ratemaking; 

The use of a hypothetical capital structure for 

ratemaking is consistent with modern finance theory; 

and 

The use of the recommended hypothetical capital 

structure is fair and reasonable to both customers 

and investors. 

In addition, in my rebuttal testimony I illustrate 

that the Company’s requested hypothetical capital 

structure is reasonable in comparison to the average 

permanent capital structures of the proxy groups used by 

RUCO and Staff. In fact, RUCO supports the use of the 

Company’s requested capital structure. Also, evidence was 

provided supporting the use of the proxy group average 

capital structure for employing a hypothetical capital 

structure, which further supports the reasonableness of 

the Company’s request. 

In establishing the appropriate hypothetical capital 

structure in this proceeding, the Commission should be 

cognizant of the current financial position of the 

Company, and examine it in the context of both the 

regulatory framework and the operating environment within 

which it exists. 

Currently, Southwest is rated “BBB-It by Standard & 
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Poor’s. This is the lowest credit rating that still 

affords the Company an investment grade rating. In 

addition, Southwest is rated “Baa2” by Moody’s with a 

negative outlook, which means that this rating is in 

jeopardy of falling to the lowest investment grade credit 

rating. If the Company is not given a sufficient 

opportunity to achieve a reasonable rate of return, and 

its credit rating falls below investment grade, the cost 

of both current and new capital will increase 

significantly. 

Southwest is among the fastest growing natural gas 

distribution companies in the nation. The rapid pace of 

customer growth in Arizona has required, and will 

continue to require, a significant amount of capital 

expenditures by the Company in order to meet its 

obligation to serve and maintain its level of service to 

its customers. The Company had to and will continue to 

frequently access both the debt and equity capital 

markets in order to fund a large portion of these capital 

expenditures. In order for the Company to attract 

additional capital at reasonable rates, and maintain its 

financial integrity (which benefits its customers) , it 

must earn a rate of return which adequately compensates 

its investors for the degree of risk they assume. 

In light of the factors mentioned above, and given 

the efforts Southwest has taken to improve its capital 

structure, which were discussed on pages 17-21 of my 
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direct testimony, Southwest believes the hypothetical 

capital structure proposed by the Company is reasonable 

and equitable to both shareholders and customers. 

Furthermore, Southwest's proposed capital structure is 

necessary to maintain the Company's financial integrity, 

and enable it to raise capital for the proper discharge 

of its obligations as a public service corporation. If 

the proposed hypothetical capital structure is not 

accepted, then an upward adjustment to the allowed return 

on common equity would be warranted in order to provide a 

risk adjusted return to the equity owner which is 

appropriate given the comparable equity returns of 

Southwest's peer group. 

STAFF'S RECOMMENDATION TO FILE A FORMAL RE-CAPITALIZATION PLAN 

Q . 1 7  Please comment on Staff's proposal that the Company 

should be required to file a formal re-capitalization 

plan in which the Company would be required to achieve a 

40 percent equity ratio prior to the next rate proceeding 

in Arizona. 

A. 17 Staff's proposal is unwarranted and should be rejected. 

Staff, RUCO and the Company all share the common objective 

for the Company to improve its capital structure. The 

Company has every incentive to improve its capital 

structure and the filing of a formal re-capitalization plan 

with the Commission will not alter that or the speed of the 

improvement. The ability for the Company to obtain a 

certain equity ratio by a certain time frame is largely 
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dependent on the Company's level of earnings, which are 

subject to numerous factors outside the control of 

management, such as conservation, gas prices, weather, 

capital market conditions, etc. In addition, the Company's 

capital structure is a function of the financial 

performance in all of the Company's regulatory 

jurisdictions and not just its Arizona jurisdiction. The 

Commission, as it has in the past, should determine the 

authorized capital structure for ratemaking by evaluating 

the circumstances of the Company and the Company's actions 

in managing its capital structure. 

The rationale for Mr. Hill's proposal is that, in 

his opinion, the Company has elected to maintain a highly 

leveraged balance sheet. Mr. Hill's testimony is devoid 

of any recognition of the Company's operating environment 

or any acknowledgement of the tangible steps the Company 

has taken to improve its capital structure, which was 

discussed in my direct testimony on pages 17-21. In 

addition, as I stated in my direct testimony, on pages 

11-12, the long-term goal of the Company is to achieve a 

target bond rating of an 'A" credit rating and, at a 

minimum, to maintain an investment grade credit rating. 

The real obstacle for Southwest to achieve its 

target utility bond rating and the associated capital 

structure is its inability to earn its authorized rate of 

return. The Company cannot achieve this target by simply 

issuing equity, as the Company needs a real opportunity 
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to add to its equity component through retained earnings. 

Given that the Company has experienced a prolonged time 

period requiring significant levels of customer 

growth-related capital expenditures, combined with 

woefully sub-standard achieved returns, and the fact that 

the Company has maintained its investment grade credit 

rating and has been able to make moderate progress in 

improving its capital structure, is a testament to the 

fact that the Company has been prudent in managing its 

capital structure. 

Please explain the impact on the Company’s capital 

structure due to the Company’s inability to earn an 

industry average rate of return. 

In order to understand the cumulative capital structure 

impact due to the Company’s chronic under-earning 

requires an examination of the Company‘s past financial 

performance over a long-period of time. Rebuttal Exhibit 

No. (TKW-4) , Sheet 1 of 3, displays some of the 

Company’s key financial statistics for the time period 

1994-2004. During this time period, the Company realized 

an average return on common equity for its gas segment of 

6.0 percent. In comparison, the average common equity 

rates of return realized by the Value Line Investment 

Survey Natural Gas Distribution companies was 

11.1 percent with a standard deviation of 2.7 percent. 

The Company’s average. return of 6 percent is almost 2 

standard deviations away from the industry average 
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return. In addition, the average yield on “Baa” utility 

bonds during the 1994-2004 time periods was 7.8 percent, 

which is 180 basis points higher than the Company’s 

average realized return on common equity. 

Based on the Company’s gas segment realized return on 

common equity over the 1994-2004 timeframe, the annual 

earnings gap was calculated by multiplying the average 

common equity balance by the difference in the Value Line 

industry average return on equity and the Company’s gas 

segment return on equity. The cumulative annual gap in the 

realized earnings for Southwest compared to the average 

returns generated by the Value Line natural gas companies 

is $239 million.3’ Adjusting the Company’s December 31, 2004 

capital structure for the $239 million earnings gap would 

result in a capital structure that has approximately a 47 

percent common equity ratio. Rebuttal Exhibit No. - (TKW-4) 

Sheet 3 of 3, displays the adjusted capital structure. This 

demonstrates that if the Company had earned a natural gas 

distribution industry average return on equity over the 

time period 1994-2004, then its actual capital structure at 

December 31, 2004 would be approximately that of the 

natural gas distribution industry. The key problem for the 

Company to improve its capital structure has been its 

inability to earn its authorized rate of return. 

- 3 /  This is a conservative measure, as the annual earnings gap was not added 
back to the Company’s retained earnings, therefore it does not take into 
account the additional earnings on equity (retained earnings) lost due to 
the prior periods. 
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4. 19 

What evidence supports the Company's position about its 

commitment to improve its capital structure? 

A s  discussed in my direct testimony, pages 19-20 ,  the 

Company has made tangible efforts to improve its capital 

structure from 1 9 9 4  through August 31, 2004, as the 

Company has increased its outstanding shares of common 

stock by approximately 6 9  percent4' and has not raised the 

common stock dividend per share since May 1 9 9 4 .  During 

the time period 1994-2004,  the Company issued 

approximately 15.8 million shares of common stock, which 

netted the Company approximately $313.7 million in 

proceeds. In addition, the Company has issued trust 

originated preferred securities to help bolster its 

capital structure, for which the Company receives an 

"equity credit" from rating agencies. 

Also in my direct testimony, I discussed that in May 

2004, the Company established a three-year, $60 million 

Common Equity Shelf Program (ESP). The Company began 

issuing shares via the ESP in June 2004 .  As of June 30, 

2005, the Company has issued 2 . 1  million shares 

( $ 5 2 . 2  million) of common stock via the ESP. The benefits 

of the ESP have been demonstrated by the Company's 

improved common equity ratio of 37 percent as of June 30, 

2005 .  This program is augmenting the average $15 to 

$25 million of common stock issued annually under the 

- 4/ See Rebuttal Exhibit No.-(TKW-4), which displays Southwest's common 
stock issuances for the period 1994 through August 31, 2004.  
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A. 20 

Company's existing Dividend Reinvestment Plan, Customer 

Stock Purchase Plan, and Employee Investment Plan. 

Rebuttal Exhibit No. (TKW-5) displays the Company's 

common stock issuances for the time period 1 9 9 4  through 

June 30, 2005 .  The Company has clearly demonstrated its 

willingness to issue common stock to improve its common 

equity within the capital structure. However, there is a 

limit to how much common stock the Company can prudently 

issue. Again, the key to improving the common equity 

within the capital structure given the Company's common 

stock issuances is for the Company to add equity through 

retained earnings. To recap the Company's efforts and the 

impact of under-earning, shown below is both the amount 

of common stock issuances and the gap in earnings for the 

1994-2004  time period: 

Common Stock Issuances $313.7 million 

Earnings Gap ($239 .0 )  million 

Have there been any factors which the Company has had to 

consider in its attempts to add more common equity to its 

capital structure? 

Yes. The Company must be prudent in determining the 

frequency of common stock offerings and the number of 

shares to be offered. It must strive to preserve the 

integrity of existing capital and maximize proceeds from 

new offerings. Therefore, the Company's stock price for 

new stock offerings, and the dilutive effects of such 

offerings, are important considerations. If too many 
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SOUTHWEST 

Q. 21 

A .  21 

Q .  22 

A. 22 

Please summarize the cost of capital recommendations of 

Staff, RUCO, and Southwest. 

A summary of the recommended overall rates of returns 

(ROR), returns on common equity (ROE), and capital 

structures, are displayed in the following table: 

Ratemaking Capital Structure 
Common Preferred Total 

Witness ROR ROE Equity Equity Debt 

Hill(Staff) 
Rigsby( RUCO) 
HanleyNVood(SWG) 

8.40% 9.50% 40.00% 5.00% 55.00% 

9.40% 11.95% 42.00% 5.00% 53.00% 
8.64% 10.15% 42.00% 5.00% 53.00% 

Please explain the criteria used to evaluate the overall 

reasonableness of the recommended return on common equity 

and the resulting overall rate of return. 

The key issues of concern about the recommendations by 

Staff and RUCO are how the recommended return on equity 

and the resulting overall rates of return will impact the 

Company’s ability to maintain its existing credit ratings 

and to continue to attract capital on a reasonable basis. 

The credit rating impact is an important consideration 

since the Company’s current bond ratings are “BBB-” 

S&P, ”Baa%” by Moody’s, and ’BBB” by Fitch. The added 

importance is due to Moody’s credit rating outlook for 

the Company being revised from stable to negative in 

February 2004. 

by 

A key factor used by credit rating agencies in 

-23- 
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evaluating the creditworthiness of a utility is the 

impact of utility ratemaking. This issue was addressed in 

a recent article by S&P and was attached to my direct 

testimony as Exhibit No. (TKW-3). I have restated a 

portion of the S&P article from page 15 of my direct 

testimony, that explains what key ratemaking issues S&P 

analyzes and it states?’: 

The analysis of the rate case fundamentally 
explores a two-fold question: are the new 
rates based on a rate of return consistent 
with the company‘s rating, and is the utility 
being afforded a legitimate opportunity to 
actually earn that rate of return? 

On the former question, the analyst looks to 
equity returns being authorized for other 
utilities of the same credit quality, as well as 
the capital structure employed to arrive at the 
overall rate of return being used to set rates. 

The S&P criteria used to evaluate the authorized 

rate of return are a comparison to equity returns being 

authorized for other utilities and the capital structure 

utilized to set rates. 

The other key issue is if the utility is being 

afforded a reasonable opportunity to earn its authorized 

rate of return. This issue addresses rate design, which 

is a crucial issue in this proceeding. The Company has 

provided testimony and rate design proposals (please see 

the testimony of Company witnesses Mr. Gieseking and 

?/ Todd A. Shipman, “Energy Risk - Fresh Look at US Utility Regulation”, 
PowerMarkers.com, February 2, 2004. 

-24- 
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A. 23  

Mr. Congdon) to deal with the challenges of declining 

average customer usage and the sensitivity to weather, 

both of which have impeded the Company's opportunity to 

earn its authorized rate of return in the past and the 

Company's ability to improve its capital structure. The 

importance of rate design is also receiving more 

attention by investment analysts. In the Value Line 

Investment Survey, dated June 17, 2 0 0 5 ,  the analysis for 

Southwest Gas stated: 

The company is awaiting a rate-case decision 
in Arizona, which would mitigate the impact of 
weather on earnings and allow the company to 
recover its higher costs-all of which should 
benefit earnings going forward. Importantly, 
without the change in rate design, we think 
that Southwest's return on equity will 
continue to lag that of its peers. 
(underlining added f o r  emphasis) 

Please comment on the reasonableness of the rates of 

returns recommended by Staff and RUCO. 

Company witness, Frank J. Hanley, has provided a 

schedule, Rebuttal Exhibit No. (FJH-24) that reveals 

during the time period January 1, 2 0 0 3  to June 3 0 ,  2 0 0 5 ,  

the average authorized return on equity was 10.91 percent 

based on an average authorized common equity ratio of 

47.5 percent for natural gas distribution companies. The 

following table comparatively displays the recommended 

returns on equity and equity component of the capital 

structure for all of the cost of capital witnesses to the 

average authorized: 

-25- 
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Equity 
Description ROE Ratio 

Average Authorized 2003 - June 2005[11 1 0 . 9 1 %  4 7 . 5 %  

Hill (Staff) 9 . 5 0 %  40 .00% 

Rigsby (RUCO) 
Hanley/Wood(Southwest) 

1 0 . 1 5 %  42 .00% 
1 1 . 9 5 %  4 2 . 0 0 %  

111 See F. Hanley Exhibit No.-(Fm-24) 

Mr. Rigsby's recommendation of a return on equity of 

1 0 . 1 5  percent is 7 6  basis points less than the average 

authorized rate of return on equity of 10.91 percent, and 

his recommended equity ratio of 42 .00  percent is 

5 . 5  percentage points less than the average equity ratio 

of 47.5 percent. Based on this comparison, it is clearly 

evident his recommendation is below the authorized 

returns being granted to other gas distribution 

companies. Company witness Mr. Hanley, in his rebuttal 

testimony, addresses the specific deficiencies in 

Mr. Rigsby's cost of capital methodologies that result in 

his less than adequate recommended rate of return on 

common equity. 

Mr. Hill's recommendation of a return on equity of 

9 . 5  percent is 1 4 1  basis points less than the average 

authorized rate of return on equity of 10.91 percent, and 

his recommended equity ratio of 40.00 percent is 

7 . 5  percentage points less than the average equity ratio 

of 47.5 percent. Based on a comparison to the average 

authorized and the Company's recommendation, Mr. Hill's 

recommended return is woefully inadequate. In addition, 

- 2 6 -  
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Staff on June 24, 2005, filed testimony in Docket No. 

E-01933A-04-0408, which is a rate review for Tucson 

Electric Power (TEP) to determine if TEP has been 

over-earning.5’ In that proceeding, Staff estimated a 

required return on common equity for TEP of 10.5 percent 

versus TEP’ s estimated 11.5 percent. Staff‘ s 

recommendation in this case is 100 basis points lower 

(9.5%-10.5% = -1.00%) than Staff’s recommendation in the 

ongoing TEP proceeding. Company witness Mr. Hanley 

extensively rebuts Mr. Hill’s cost of equity 

recommendation. 

Does this conclude your prepared rebuttal testimony? 

Yes, it does. 

- 6/ Direct Testimony of James J. Dorf, Docket No. E-0933A-04-0408, pages 
13-14. 
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SOUTHWEST GAS CORPORATION 
RUCO WITNESS MR. WILLIAM A RIGSBY'S 

PROXY GROUP OF 10 NATURAL GAS DISTRIBUTION COMPANIES 

COMMON EQUITY RATIOS BASED ON PERMANENT CAPITAL STRUCTURE 

Company 
AGL Resources Inc. 
Cascade Natural Gas Corp. 
KeySpan Cop. 
Laclede Group, Inc. 
Nicor Inc. 
Northwest Natural Gas Co. 
Peoples Energy Corp. 
Piedmont Natural Gas Co. 
South Jersey Industries Inc. 
WGL Holdings Inc. 

2004 
45.50% 
45.34% 
46.57% 
46.68% 
60.11% 
53.25% 
49.23% 
56.43% 
50.61 % 
55.69% 

2003 
47.78% 
40.56% 
37.11% 
49.4494 
60.30% 
50.30% 
53.26% 
57.70% 
48.55% 
54.72% 

2002 
40.94% 
40.91 % 
34.66% 
50.00% 
59.27% 
50.47% 
55.60% 
53.67% 
45.45% 
50.93% 

2001 
37.69% 
49.32% 
36.75% 
50.18% 
60.88% 
50.86% 
51.98% 
52.30% 
41.88% 
54.40% 

2000 
47.57% 
48.79% 
38.54% 
54.51 % 
59.67% 
49.82% 
64.93% 
52.20% 
44.30% 
54.69% 

Average 50.94% 49.97% 48.19% 48.62% 51.50% 
Standard Deviation 5.20% 7.16% 7.60% 7.62% 7.54% 

Company 's Hypothetical 42.00% 42.00% 42.00% 42.00% 42.00% 

Difference from Average 8.94% 7.97% 6.19% 6.62% 9.50% 
Difference in Standard Deviations 1.72 1.11 0.81 0.87 1.26 

5-Year 
Average 

43.90% 
44.98% 
38.73% 
50.16% 
60.05% 
50.94% 
55.00% 
54.46% 
46.16% 
54.09% 

49.85% 
6.39% 

42.00% 

7.85% 
1.23 

COMMON EQUITY RATIOS BASED ON TOTAL CAPITAL STRUCTURE 

Company 2004 2003 2002 2001 2000 
AGL Resources Inc. 41 .OO% 41.37% 33.45% 32.21 % 42.93% 
Cascade Natural Gas Corp. 
KeySpan Corp. 
Laclede Group, Inc. 
Nicor Inc. 
Northwest Natural Gas Co. 
Peoples Energy Corp. 
Piedmont Natural Gas Co. 
South Jersey Industries Inc. 
WGL Holdings Inc. 

Average 
Standard Deviation 

40.19% 
41.99% 
42.68% 
43.15% 
48.59% 
47.73% 
52.63% 
44.56% 
52.42% 

40.02% 
35.38% 
36.33% 
41.31 % 
46.37% 
47.10% 
38.25% 
41.01 % 
49.23% 

40.91% 
31.29% 
38.97% 
47.18% 
47.04% 
46.39% 
51.49% 
34.48% 
48.03% 

42.44% 
32.43% 
41.68% 
49.1 1% 
45.50% 
39.15% 
50.79% 
32.48% 
49.79% 

48.49% 
32.72% 
43.80% 
43.47% 
46.92% 
44.03% 
47.52% 
34.99% 
48.65% 

45.49% 41.64% 41.92% 41.56% 43.35% 
4.57% 4.62% 7.09% 7.34% 5.46% 

Company 's Hypothetical 42.00% 42.00% 42.00% 42.00% 42.00% 

Difference from Average 3.49% -0.36% -0.08% -0.44% 1.35% 
Difference in Standard Deviations 0.76 (0.08) (0.01) (0.06) 0.25 

5-Year 
Average 

38.19% 
42.41% 
34.76% 
40.69% 
44.84% 
46.88% 
44.88% 
48.14% 
37.50% 
49.62% 

42.79% 
4.93% 

42.00% 

0.79% 
0.16 
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SOUTHWEST GAS CORPORATION 
RUCO WITNESS MR. WILLIAM A. RIGSBY’S 

PROXY GROUP OF 10 NATURAL GAS DISTRIBUTION COMPANIES 
PERMANENT CAPITAL STRUCTURE 

Company 2004 

AGL RESOURCES INC 
Long-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

CASCADENATURALGASCORP 
Long-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

KEYSPAN CORP 
Long-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

LACLEDE GROUP INC 
Long-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

NICOR INC 
Long-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

NORTHWEST NATURAL GAS CO 
Long-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

PEOPLES ENERGY CORP 
Long-Term Debt 
Preferred Stock 
Common Equlty 

Total Capital 

PiEDMONT NATURAL GAS CO 
Long-Term Debt 
Preferred Stock 
Common Equlty 

Total Capital 

SOUTH JERSEY INDUSTRIES INC 
Long-Term Debt 
Preferred Stock 
Common Equlty 

Total Capital 

WGL HOLDINGS INC 
Long-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

Proxy Group of Rigsby’s 
Ten Comoanies 
Long-Term Debt 
Preferred Stock 
Common Equity 

53.32 % 
1.18 

45.50 
100.00% 

54.66 % 
0.00 
45.34 

100.00% 

53.03 % 
0.40 

46.57 
100.00% 

53.18 % 
0.14 
46.68 

100.00% 

39.89 % 
0.00 
60.11 

100.00% 

46.74 % 
0.00 

53.26 
100.00% 

50.77 % 
0.00 
49.23 

100.00% 

43.57 % 
0.00 

100.00% 

49.11 % 
0.28 

50.61 
100.00% 

42.47 % 
1.84 

55.69 
100.00% 

48.68 % 

50.94 
100.00% 

0.38 

‘2003 

52.22 % 
0.00 

47.78 
100.00% 

59.44 % 
0.00 - 40.56 

100.00% 

56.88 % 
6.01 

37.11 
100.00% 

50.35 % 
0.21 - 49.44 

100.00% 

39.70 % 
0.00 
60.30 

100.00% 

49.70 % 
0.00 
50.30 

100.00% 

46.74 % 
0.00 - 53.26 

100.00% 

42.30 % 
0.00 - 57.70 

100.00% 

51.17 % 
0.28 - 48.55 

100.00% 

43.40 % 
I .Ea 
54.72 

100.00% 

49.19 % 
0.84 

49.97 
100.00% 

2002 

59.06 % 

40.94 
100.00% 

59.09 % 
0.00 

40.91 
100.00% 

0.00 

61.64 % 
3.70 - 34.66 

100.00% 

49.78 % 
0.22 
- 50.00 

100.00% 

40.38 % 
0.35 - 59.27 

100.00% 

48.67 % 
0.86 

50.47 
100.00% 

44.40 % 
0.00 

55.60 
100.00% 

46.33 % 
0.00 

53.67 
100.00% 

54.23 % 
0.32 
45.45 

100.00% 

47.20 % 
1.87 

50.93 
100.00% 

51.08 % 
0.73 

48.19 
100.00% 

2001 - 
62.31 % 
0.00 
37.69 

100.00% 

50.68 % 
0.00 

49.32 
100.00% 

59.74 % 

36.75 
100.00% 

49.54 % 
0.28 

50.18 
100.00% 

3.51 

38.59 % 

60.88 
100.00% 

45.45 % 
3.69 

50.86 
100.00% 

0.53 

48.02 % 
0.00 

51.98 
100.00% 

47.70 % 
0.00 
52.30 

100.00% 

57.80 % 
0.32 - 41.88 

100.00% 

43.66 % 
1.94 

54.40 q$@% 

50.35 % 
1.03 

48.62 
100.00% 

2000 

52.43 % 
0.00 

47.57 
100.00% 

51.18 % 

48.79 
100.00% 

58.59 % 
2.87 

38.54 
100.00% 

0.03 

45.15 % 
0.34 

54.51 
100.00% 

39.80 % 
0.53 

59.67 
100.00% 

46.35 % 
3.83 

49.82 
100.00% 

35.07 % 
0.00 
64.93 

100.00% 

47.80 % 
0.00 - 52.20 

100.00% 

55.30 % 
0.40 - 44.30 

100.00% 

43.14 % 
2.17 - 54.69 

100.00% 

47.48 % 
1.02 

51.50 
100.00% Total Capital 

Ssurce of Information: Standard & Poor‘s Compustat Services,’lnc., PC Plus/ Research Insight Data Base 

5-Year 
Average 

55.87 % 

43.90 
100.00% 

0.24 

55.01 % 
0.01 

44.98 
100.00% 

57.98 % 
3.30 
38.73 

100.00% 

49.60 % 
0.24 - 50.16 

100.00% 

39.67 % 
0.28 
60.05 

100.00% 

47.38 % 
1.68 

50.94 
100.00% 

45.00 % 
0.00 

55.00 
100.00% 

45.54 % 
0.00 

54.46 
-% 

53.52 % 
0.32 
46.16 

100.00% 

43.97 % 
1.94 

54.09 
100.00% 

49.36 % 
0.80 
49.84 

100.00% 
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Company 2004 

AGL RESOURCES INC 
Long-Term Debt 
Short-Term Debt 
Preferred Stock 
COmmMl Equity 

Total Capital 

CASCADE NATURAL GAS CORP 
Long-Term Debt 
Short-Term Debt 
Preferred Stock 
C o m n  Equity 

Total Capital 

KFYSPAN COR P 
Long-Term Debt 
Short-Term Debt 
Preferred Stock 
Comron Equity 

Total Capital 

LACLFDE GROUP I NC 
Long-Term Debt 
Short-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

NICOR INC 
Long-Term Debt 
Short-Term Debt 
Preferred Stock 
C o m n  Equity 

Total Capital 

NORTHWEST NATURAL GAS CO 
Long-Term Debt 
Short-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

PEOPLES ENERGY CORP 
Long-Term Debt 
Short-Term Debt 
Preferred Stock 
C o r n  Equity 

Total Capital 

PIEDMONT NATURAL G AS CO 
Long-Term Debt 
Short-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

SOUTH JERSEY INDUSTRIES INC 
Long-Term Debt 
Short-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

WGL HOLDiNGS INC 
Long-Term Debt 
Short-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

ShG-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

TOTAL CAPITAL STRUCTURE 

SOUTHWEST GAS CORPORATION 
RUCO WITNESS MR. WILLIAM A. RIGSBY'S 

PROXY GROUP OF 10 NATURAL GAS DISTRIBUTION COMPANIES 

48.05 % 
9.88 
1.07 
- 41.00 
100.00% 

48.46 % 
11.35 
0.00 
- 40.19 
100.00% 

47.61 % 
9.84 
0.36 
- 41.99 

100.00% 

48.63 % 
8.56 
0.13 
42.68 

100.00% 

26.63 % 
28.22 
0.00 

100.00% 

42.65 % 
8.76 
0.00 
- 48.59 

100.00% 

49.22 % 
3.05 
0.00 
47.73 
U %  

40.63 % 
6.74 
0.00 

52.63 
100.00% 

43.25 % 
11.94 
0.25 

100.00% 

39.98 % 
5.87 
1.73 
5242 
100.00% 

43.73 % 
10.42 
0.35 

45.50 
100.00% 

2003 

45.22 % 
13.41 
0.00 
- 41.37 

100.00% 

58.63 % 
1.35 
0.00 
- 40.02 

100.00% 

54.23 % 
4.66 
5.73 
%a 
100.00 K 

37.01 % 
26.51 

0.15 a 
100.00% 

27.21 % 
31.48 
0.00 
- 41.31 

100.00 w 

45.83 % 
7.80 
0.00 

4fi3z 
100.00% 

41.35 % 
11.55 
0.00 

47.10 
ma% 

28.05 % 
33.70 
0.00 

aut! 
-% 

43.23 % 
15.53 
0.23 
4191 

-96 

39.04 % 
10.03 
1.70 
4223 

100.00% 

41.98 % 
15.60 
0.78 
41.64 

100.00% 

2002 2001 

48.24 % 
18.31 
0.00 

33.45 
100.00% 

59.09 % 
0.00 
0.00 

100.00% 

55.64 % 
9.73 
3.34 
31.29 
100.00% 

38.81 % 
22.05 
0.17 - 38.97 

100.00% 

32.14 I 
20.40 
028 

47.18 
100.00% 

45.36 % 
6.80 
0.80 
g& 

100.00% 

37.05 % 
16.56 
0.00 

46.39 m% 
44.45 % 
4.06 
0.00 

SI& 
100.00% 

41.14 % 
24.14 
0.24 

%AB 
100.00% 

44.51 % 
5.69 
1.77 
- 48.03 

100.00% 

44.65 % 
12.77 
0.66 

as2 
% 

53.24 % 
14.55 
0.00 

32.21 
100.00 % 

43.61 K 
13.95 
0.00 

Q& 
100.00% 

52.71 % 
11.76 
3.10 

32.43 m% 
41.15 % 
16.94 
0.23 
41.68 

100.00% 

31.14 % 
19.32 
0.43 
all 

100.00% 

40.66 % 
10.53 
3.31 

45.50 
100.00% 

36.18 % 
24.67 
0.00 

100.00% 

46.31 % 
2.90 
0.00 

50.79 
100.00% 

44.81 % 
22.46 
0.25 

32.48 
100.00% 

39.96 % 
8.47 
1.78 

49.79 
100.00% 

42.98 % 
14.55 
0.91 

100.00% 

2000 

47.31 % 
9.76 
0.00 
- 42.93 

-% 

50.87 % 
0.61 
0.03 

48.49 
100.00% 

49.74 % 
15.11 
2.43 
- 32.72 

100.00% 

36.28 % 
19.65 
0.27 
- 43.80 

100.00% 

26.99 % 
27.15 
0.39 

43.47 
100.00% 

43.64 % 
5.64 
3.60 

46.92 
100.00% 

23.78 % 
32.19 
0.00 
- 44.03 

100.00% 

43.52 % 
8.96 
0.00 
g& 

100.00% 

43.68 % 
21.02 
0.31 

3.439 
100.00% 

38.38 % 
11.04 
1.93 
48.65 
100.00% 

40.62 % 
15.13 
0.90 

100.00% 

5-Year 
Average - 

48.41 % 
13.18 
0.21 
38.19 

100.00% 

52.13 % 
5.45 
0.01 

52.03 % 
10.22 
2.99 
34.76 

=% 

40.38 % 
18.74 
0.19 

40.69 
gQQQ% 

29.62 % 
25.31 
0.22 
44.84 
19o.oo% 

43.63 % 
7.95 
1.54 

&@ 
100.00% 

37.52 X . 
17.60 
0.00 
44.88 
100.00% 

40.59 % 
11.27 
0.00 

48.14 - 100.00 % 

43.22 % 
19.02 
0.26 
37.50 
100.00% 

40.37 % 
8.22 
1.78 

49.62 
W %  

42.79 % 
13.69 
0.72 

a32 
100.00% 

Source of Infometloo: Standard & Poor's Compustat Services, Inc., PC Plus I Research insight Data Base 
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SOUTHWEST GAS CORPORATION 
ROC0 WITNESS MR. WILLIAM A. RIGSBY'S 

PROXY GROUP OF 10 NATURAL GAS DISTRIBUTION COMPANIES 
TOTAL CAPITAL STRUCTURE 

(Dollars in millions) 

Company 2004 2003 2002 2001 2000 

AGL RESOURCES INC 
Long-Term Debt 
Short-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

$1,033.10 
306.40 

0.00 
845.30 

$2.264.80 

51,024.20 
388.60 

0.00 

$2.122.90 
7i0.10 

$1,109.90 
303.40 

0.00 
671.40 

52.084.70 

5684.30 
141.20 

0.00 - 620.90 
$1,446.40 

51,623.00 
334.00 
36.00 

I .365.00 
$3.378.00 

$142.90 
33.50 
0.00 

118.51 
g&& 

54.434.83 
912.25 
33.33 

3.894.71 
$9.275.12 

$405.46 
71.38 
1.11 

355.92 
$833.88 

$497.10 
490.00 

0.00 

$1.736.20 

$499.03 
102.50 
0.00 

568.52 
$1,170.04 

$897.38 
55.63 
0.00 

870.08 
$1 B23.09 
- 

$660.00 
109.50 

0.00 
854.90 

$1.624.40 

5334.26 
92.30 

1.92 
344.41 
6772_,89 

$650.80 
95.63 
28.17 

$1.628.03 
853.42 

GASCADE NATURAL GAS CORP 
Long-Term Debt $164.93 

3.80 
0.00 

112.56 
$281.29 

$125.00 
40.00 
0.00 

121.63 
8286.83 

$125.00 
I .50 
0.06 

8245.72 

5164.93 
0.00 
0.00 

114.18 

Short-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

KEYSPAN COW 
Long-Term Debt 
Short-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

WCLEDE GROUP INC 
Long-Term Debt 
Short-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

NICOR INC 
Long-Term Debt 
Short-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

$5,612.90 
481.90 
593.12 

3.661.95 
$10349.87 

$5.235.49 
915.70 
314.27 

2.944.59 
$9.410.05 

$4,698.64 
1,048.45 

276.46 
2.890.60 

$8.914.15 

$4,280.42 
1.300.24 

209.40 
2.815.82 

$8.605.87 

5304.63 
218.20 

1.26 
299.07 
5823.16 

$284.55 
161.67 
I .27 

285.TI 
$733.25 

5284.48 
117.05 

1.59 
288.09 a 

$234.41 
127.00 

1.76 
282.99 s646.iB 

$496.90 
575.00 

0.00 
754.60 

$1.826.50 

5496.20 
315.00 

4.30 

$1.543.90 
728.40 

$446.40 
277.00 

6.10 - 704.20 
$1.433.70 

$472.10 
442.00 

6.30 
707.80 

$ $  

PQ 
Long-Term Debt $500.32 

85.20 
0.00 

506.32 
$l.os1.84 

5465.95 
69.80 
8.25 

$1.027.10 
483.10 

5418.36 
108.29 
34.00 
468.16 

$1.028.83 

$420.79 
56.26 
34.75 - 452.31 

Short-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

PEOPLES ENERGY CORP 
Long-Term Debt 
Short-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

5744.35 
207.95 

0.00 
&18.00 

$1,800.29 

5644.01 
287.87 

0.00 

$1.738.21 
806.32 

$744.31 
507.45 

0.00 - 805.52 
$2.057.28 

$419.66 
568.22 

0.00 

$1.764.96 
- 777.08 

PIEDMONT NATURAL GAS CO 
Long-Term Debt $462.00 

555.06 
0.00 

830.20 
$1.647.25 

5509.00 
46.50 
0.00 

589.60 
$1,145.10 

5511.00 
32.00 
0.00 

580.38 
$1.103.38 

$483.00 
99.50 
0.00 - 527.37 

$1,109.87 

Short-Term Debt 
Preferred Stock 
Common Equlty 

Total Capital 

SOUTH JERSEY INDUSTRIES INC 
Long-Term Debt 
Short-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

$314.05 
112.80 
I .69 

297.96 
5728.51 

5283.71 
166.50 

1.69 - 237.79 
$889.69 

5303.98 
152.36 
I .e9 

220.29 
$878.32 

5251.86 
121.20 

1 .80 
201.74 

$576,80 

WGL HOLDINGS INC 
Low-Term Debt $646.83 

166.66 
28.17 

818.22 
$l.&GG 

$710.35 
90.87 
28.17 - 766.40 

$1.595.79 

$632.55 
134.05 
28.17 

788.25 
$1.583.03 

$561.24 
161.42 
28.17 

711.50 
$1.482.34 

Shirt-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

Source of Information: Standard & Pooh Compustat Services, Inc., PC Plus / Research Insight Data Base 
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SOUTHWEST GAS CORPORATION 
ACC STAFF WITNESS MR. STEPHEN G. HILL'S 

PROXY GROUP OF I 1  NATURAL GAS DISTRIBUTION COMPANIES 

COMMON EQUITY RATIOS BASED ON PERMANENT CAPITAL STRUCTURE 

Company 2004 . 2003 2002 2001 2000 ___ - - 
AGL Resources Inc. 45.50% 47.78% 40.94% 37.69% 47.57% 
Atmos Energy Corp 
Cascade Natural Gas Corp. 
Laclede Group, Inc. 
New Jersey Resources Corp. 
Northwest Natural Gas Co. 
Peoples Energy Corp. 
Piedmont Natural Gas Co. 
South Jersey Industries Inc. 
Southwest Gas Corporation 
WGL Holdings Inc. 

56.65% 
45.34% 
46.68% 
57.66% 
53.25% 
49.23% 
56.43% 
50.61 % 
35.31 % 
55.69% 

49.55% 
40.56% 
49.44% 
61.67% 
50.30% 
53.26% 
57.70% 
48.55% 
33.93% 
54.72% 

45.29% 
40.91% 
50.00% 
47.60% 
50.47% 
55.60% 
53.67% 
45.45% 
33.93% 
50.93% 

45.02% 
49.32% 
50.1 8% 
49.82% 
50.86% 
51.98% 
52.30% 
41.88% 
32.53% 
54.40% 

50.76% 
48.79% 
54.51% 
52.88% 
49.82% 
64.93% 
52.20% 
44.30% 
35.61 % 
54.69% 

Average 50.21 % 49.77% 46.80% 46.91 % 50.55% 
Standard Deviation 6.76% 7.63% 6.36% 6.87% 7.23% 

Company's Hypothetical 42.00% 42.00% 42.00% 42.00% 42.00% 

Difference from Average 8.21 % 7.77% 4.80% 4.91% 8.55% 
Difference in Standard Deviations 1.22 1.02 0.75 0.71 1 .I8 

5-Year 
Average 

43.90%J- 
49.45% 
44.98% 
50.16% 
53.93% 
50.94% 
55.00% 
54.46% 
46.16% 
34.26% 
54.09% 

48.85% 
6.23% 

42.00% 

6.85% 
I . I O  

COMMON EQUITY RATIOS BASED ON TOTAL CAPITAL STRUCTURE 
5-Year 

Company 2004 2003 2002 2001 2000 Average 
AGL Resources Inc. 41 .OO% 41.37% 33.45% 32.21 % 42.93% 38.19% 
Atmos Energy Corp 
Cascade Natural Gas Corp. 
Laclede Group, Inc. 
New Jersey Resources Corp. 
Northwest Natural Gas Co. 
Peoples Energy Corp. 
Piedmont Natural Gas Co. 
South Jersey Industries Inc. 
Southwest Gas Corporation 
WGL Holdings Inc. 

Average 

56.65% 
40.1 9% 
42.68% 
43.68% 
48.59% 

52.63% 
44.56% 
33.63% 
52.42% 

45.80% 

47.73% 

46.37% 
40.02% 
36.33% 
48.43% 
46.37% 
47.1 0% 
38.25% 
41.01 % 
33.01 % 
49.23% 

42.50% 

40.61 % 
40.91% 
38.97% 
44.12% 
47.04% 

51.49% 
34.48% 
32.94% 
48.03% 

41.68% 

46.39% 

38.97% 
42.44% 
41.68% 
44.42% 
45.50% 

50.79% 
32.48% 
30.87% 
49.79% 

40.75% 

39.15% 

38.35% 
48.49% 
43.80% 
49.43% 
46.92% 
44.03% 
47.52% 
34.99% 
32.75% 
48.65% 

43.44% 

44.19% 
42.4 1 % 
40.69% 
46.02% 
46.88% 
44.88% 
48.14% 
37.50% 
32.64% 
49.62% 

42.83% 
Standard Deviation 6.62% 5.36% 6.31% 6.83% 5.74% 5.15% 

Company's Hypothetical 42.00% 42.00% 42.00% 42.00% 42.00% 42.00% 

Difference from Average 3.80% 0.50% -0.32% -1.25% I .44% 0.83% 
Difference in Standard Deviations 0.57 0.09 (0.05) (0.18) 0.25 0.16 
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SOUTHWEST GAS CORPORATION 
ACC STAFF WITNESS MR. STEPHEN G. HILL'S 

PROXY GROUP OF 11 NATURAL GAS DISTRIBUTION COMPANIES 
PERMANENT CAPITAL STRUCTURE 

Company 2004 

AGL RESOURCES IN(; 
Long-Ten Debt 
Preferred Stock 
C o m n  Equity 

Total Capital 

(4TTMOS ENERGY CORP 
Long-Term Debt 
Preferred Stock 
C o m n  Equity 

Total Capital 

CASCADE NATURAL G AS CORP 
Long-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

UCLEDE GROU P INI; 
Long-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

NFW JERSEY RESOURCES CORP 
Long-Term Debt 
Preferred Stwk 
Common Equity 

Total Capital 

NORTHWEST NATURAL GAS CQ 
Long-Term Debt 
Preferred Stock 
Comnon Equity 

Total Capital 

Long-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

Long-Term Debt 
Preferred Stock 
C o m n  Equity 

Total Capital 

SOUTH JERSEY INDUSTRIES IN(; 
Long-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

PEOPLES ENER GY CORP 

PIFDMONT NATURAL GAS CO 

WGL"GSINC 
Long-Term Debt 
PreGrred Stock 
Common Equity 

Total Capital 

SOUTHWEST GAS CORP 
Long-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

Pyxy Group of ACC Staff Witness 

Long-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

s Fleven CBS Distribution Comanies 

53.32 % 
1.18 
- 45.50 

100.00% 

43.35 % 
0.00 
- 56.65 

100.00% 

54.66 % 
0.00 
- 45.34 

100.00% 

53.18 % 
0.14 
- 46.68 

100.00% 

42.34 % 
0.00 

5LE 
100.00% 

46.75 % 
0.00 

jgQ@% 

50.77 % 
0.00 

49.23 100.00% 

43.57 % 
0.00 
- 56.43 

-% 

49.11 % 
0.28 

XLGI 
100.00% 

42.47 % 
1.84 

&@ 
100.00% 

64.69 % 
0.00 

35.31 
100.00% 

49.48 % 
0.31 
- 50.21 

100.00 % 

2003 

52.22 % 
0.00 
- 47.78 

100.00% 

50.45 % 
0.00 
- 49.55 

100.00% 

59.44 % 
0.00 

100.00% 

50.35 x 
0.21 
49.44 

.QQ&% 

38.33 % 
0.00 
- 61.67 

.QQ& % 

49.70 % 
0.00 
- 50.30 
g&QQ% 

46.74 % 
0.00 
- 53.26 

100.00 % - 
42.30 % 
0.00 m 

100.00% 

51.17 % 
0.28 
- 48.55 
mm% 

43.40 % 
I .88 
w 

100.00% 

66.07 I 
0.00 
33.93 

100.00% 

50.02 % 
0.22 

a z z  
W% 

2002 

59.06 % 
0.00 

9 2 %  

100.00% 

54.71 % 
0.00 

m% 

59.09 % 
0.00 
- 40.91 

100.00 % 

49.78 % 
0.22 

5o.00 
100.00% 

52.36 % 
0.04 
m 

100.00% 

48.67 % 
0.86 

.QQ&% 

44.40 % 
0.00 
- 55.60 

100.00% 

46.33 % 
0.00 
- 53.67 

-% 

54.23 % 
0.32 
45.45 

100.00% 

47.20 % 
1 .87 
- 50.93 

100.00 K 

66.07 % 
0.00 
33.93 
jgQ@% 

52.90 % 
0.30 
- 46.80 

-% 

2001 

62.31 % 
0.00 
- 37.69 

100.00% 

54.98 % 
0.00 

45.02 
100.00% 

50.68 % 
0.00 

49.32 
100.00% 

49.54 % 
0.28 
- 50.18 

100.00% 

50.1+ % 
0.04 
- 49.82 

100.00% 

45.45 % 
3.69 

50.86 
100.00% 

48.02 % 
0.00 
_. 51.98 

100.00% 

47.70 % 
0.00 
- 52.30 

100.00% 

57.80 K 
0.32 

&@ 
.lQQQQ% 

43.66 % 
1.94 

100.00 % 

67.47 % 
0.00 
32.53 

100.00% 

52.52 % 
0.57 
- 46.91 

100.00 % 

2000 

52.43 % 
0.00 

100.00% 

49.24 % 
0.00 - 50.76 

100.00% 

51.18 % 
0.03 

48.79 
U% 

45.15 % 
0.34 

- 100.00 % 

47.06 % 
0.06 

- 100.00 % 

46.35 % 
3.83 

&?Q&?% 

35.07 % 
0.00 

64.93 
100.00% 

47.80 % 
0.00 

5222 
100.00% 

55.30 % 
0.40 

4422 
W% 

43.14 % 
2.17 

51.69 
-% 

64.39 % 
0.00 
xL6l 

-% 

48.83 % 
0.62 

59.55 
100.00% 

5-Year 
Average 

55.87 % 
0.24 
- 43.90 

100.00 % 

50.55 % 
0.00 
- 49.45 

100.00% 

55.01 % 
0.01 

100.00 K 

49.60 % 
0.24 

5QJ.Q 
100.00% 

46.05 % 
0.03 

53,83 - 100.00 % 

47.38 % 
1.68 - 50.94 

100.00% 

45.00 % 
0.00 

55m - 100.00 % 

45.54 % 
0.00 

&$& 
100.00% 

53.52 % 
0.32 
46.16 

100.00% 

43.97 % 
1.94 

54.09. u % 

65.74 % 
0.00 
3423 

u s / ,  

50.75 % 
0.40 
- 48.85 

100.00 Yo 

Source of Information: Standard & Poor's Compustat Services, Inc., PC Plus I Research Insight Data Base 
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SOUTHWEST GAS CORPORATION 
ACC STAFF WITNESS M R  STEPHEN G. HILL'S 

PROXY GROUP OF 11 NATURAL GAS DISTRIBUTION COMPANIES 
TOTAL CAPITAL STRUCTURE 

Company 2004 

AGL RFSOURCES INC 
LongTerm Debt 
Short-Term Debt 
Preferred Stock 
C o m n  Equity 

Total Capital 

ATMOS ENERGY CORP 
LongTerm Debt 
Short-Term Debt 
Preferred Stock 
C o m n  Equity 

Total Capital 

c 
LongTefm Debt 
Short-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

UCLEDE GROUP I NC 
LongTenn Debt 
Short-Term Debt 
Preferred Stock 
C o m n  Equlty 

Total Capital 

NEW JERSEY RESOURCES CORP 
Long-Term Debt 
Shwt-Term Debt 
Preferred Stock 
Conmon Equity 

Total Capital 

NORTHWEST NATURAL GAS CO 
Long-Term Debt 
Short-Term Debt 
Preferred Stock 
Corrmon Equity 

Total Capital 

PEOPLFS ENERGY CORP 
Long-Term Debt 
Short-Term Debt 
Preferred Stock 
Comnon Equity 

Total Capital 

PIEDMONT NATU RAL GAS CO 
LongTerm Debt 
Short-Term Debt 
Preferred Stock 
Conmon Equlty 

Total Capital 

Long-Term Debt 
Short-Term Debt 
Preferred Stock 
C o m n  Equity 

Total Capital 

LYGL HOl OlNGS INC 
Long-Term Debt 
Short-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

JFRSFY INDUSTRIES INC 

SOUTHWEST GAS CORP 
Long-Term Debt 
Short-Term Debt 
Preferred Stock 
Conmon Equity 

Total Capital 

Proxy Group of ACC Staff Witness 
Hill's Eleven Gas D istribution Como anies 
LongTerm bebt 
Short-Term Debt 
Preferred Stock 
C o m n  Equity 

Total Capital 

48.05 % 
9.88 
1.07 

41.00 
100.00% 

43.35 % 
0.00 
0.00 

100.00% 

48.45 % 
11.36 
0.00 

40.19 
100.00% 

48.63 % 
8.56 
0.13 

G S  
100.00% 

32.08 % 
2424 
0.00 
43.68 

100.00 % 

42.65 % 
8.76 
0.00 

48.59 
100.00% 

49.22 % 
3.05 
0.00 
47.73 

100.00% 

40.63 % 
6.74 
0.00 

iizs 
100.00% 

43.25 % 
11.94 
0.25 

94s 
100.00% 

39.98 % 
5.87 
1.73 
- 52.42 
100.00% 

61.61 % 
4.76 
0.00 

100.00% 

45.26 */a 
8.65 
0.29 

4 U Q  
100.00% 

2003 

45.22 % 
13.41 
0.00 

100.00% 

47.22 X 
6.41 
0.00 

4s.37 
100.00% 

58.63 % 
1.35 
0.00 

40.02 
100.00% 

37.01 % 
26.51 
0.15 

36.33 
100.00% 

30.10 % 
21.48 
0.00 
48.43 
1oo.o1% 

45.83 % 
7.80 
0.00 

46.37 
100.00 x 

41.35 % 
11.55 
0.00 

gJQ 
1pe99 K 

28.05 % 
33.70 
0.00 
38.25 
100.00% 

43.23 % 
15.53 
0.23 
4ul 
100.00% 

39.04 % 
10.03 
1.70 

9 2 3  
-% 

64.27 % 
2.72 
0.00 
- 33.01 

100.00 % 

43.83 % 
13.68 
0.19 
32.2s 

100.00 % 

2002 

48.24 % 
18.31 
0.00 
33.45 

100.00 % 

49.06 % 
10.33 
0.00 
40.61 

100.00% 

59.09 % 
0.00 
0.00 

100.00% 

38.81 % 
22.05 
0.17 

100.00% 

48.53 % 
7.31 
0.04 

44.12 
100.00% 

45.36 % 
6.80 
0.80 
47.04 

100.00 x 

37.05 % 
16.56 
0.00 

100.00% 

44.45 % 
4.06 
0.00 

5u.9 
100.00% 

41.14 % 
24.14 
024 
- 34.48 

100.00% 

44.51 % 
5.69 
1.77 
w 

100.00 % 

64.13 % 
2.93 
0.00 

32.94 
100.00% 

47.31 Ye 
10.74 
0.28 

100.00 % 

200 1 

53.24 X 
14.55 
0.00 za 

100.00% 

47.60 % 
13.43 
0.00 
- 38.97 
100.00% 

43.61 % 
13.95 
0.00 
g& 

100.00% 

41.15 % 
18.94 
0.23 
- 41.68 

100.00% 

44.71 % 
10.83 
0.04 

100.00% 

40.66 % 
10.53 
3.31 

45.50 
100.00 % 

36.18 % 
24.61 
0.00 
39.15 
lsese% 

46.31 % 
2.90 
0.00 
- 50.79 

100.00% 

44.81 % 
22.46 
0.25 
- 32.48 

100.00% 

39.96 % 
8.47 
1.18 

49.79 imB% 

64.02 % 
5.11 
0.00 
30.87 m% 

45.66 % 
13.08 
0.51 
40.75 

100.00% 

2000 

47.31 % 
9.76 
0.00 

42.93 
100.00 % 

37.21 % 
24.44 
0.00 
- 38.35 
100.00% 

50.87 % 
0.61 
0.03 
- 48.49 

-% 

38.28 % 
19.65 
0.27 
- 43.80 

100.00% 

43.99 % 
6.52 
0.06 
- 49.43 

100.00% 

43.64 % 
5.04 
3.60 
- 48.92 

100.00% 

23.78 K 
32.19 
0.00 
- 44.03 

100.00% 

43.52 % 
8.96 
0.00 

47.52 
100.00% 

43.68 % 
21.02 
0.31 

l!m?Q% 

38.38 % 
11.04 
1.93 
- 48.65 

19epe% 

59.21 % 
8.04 
0.00 

32A.E 
100.00% 

42.54 % 
13.46 
0.56 
&?!I 

100.00% 

5-Year 
Average - 

48.41 % 
13.1 8 
0.21 

p&Q% 

44.89 % 
10.92 
0.00 

44.19 
100.00% 

52.13 % 
5.45 
0.01 
42.41 

100.00% 

40.38 % 
18.74 
0.19 

40.69 
100.00% 

39.88 % 
14.08 
0.03 
- 46.02 

-% 

43.63 % 
7.95 
1.54 
- 46.88 

-% 

37.52 % 
17.60 
0.00 

MlQ 
100.00% 

40.59 % 
1127 
0.00 
- 48.14 

100.00% 

43.22 % 
19.02 
026 

100.00% 

40.37 % 
8.22 
1.78 
39s 
100.00% 

62.85 % 
4.71 
0.00 

44.88 % 
1 1.92 
0.37 

GX!3 
100.00% 

Source of Information: Standard & Poor's Cornpustat Services, Inc., PC Plus I Research Insight Data Base 
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SOUTHWEST GAS CORPORATION 
ACC STAFF WITNESS MR. STEPHEN 0. HILL'S 

PROXY GROUP OF 11 NATURAL GAS DISTRIBUTION COMPANIES 
TOTAL CAPITAL STRUCTURE 

(Dollars in millions) 

Company 2004 

AGL RESOURCES INC 
Long-Term Debt 
Short-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

ATMOS ENERGY CO RP 
Long-Term Debt 
Short-Term Debt 
Preferred Stock 
C o m n  Equity 

Total Capital 

CASCADE NATURAL G AS CORP 
Long-Term Debt 
Short-Term Debt 
Preferred Stock 
C o m n  Equity 

Total Capital 

Long-Term Debt 
Short-Term Debt 
Preferred Stock 
C o r n  Equity 

Total Capital 

brw JE R S N  RES OURCES CO RP 
Long-Term Debt 
Short-Term Debt 
Preferred Stock 
C o m n  Equity 

Total Capital 

NORTHWES T NATURAL GAS CO 
Long-Term Debt 
Short-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

Long-Term Debt 
Short-Term Debt 
Preferred Stock 
Common Equity 

Total Capital 

PlFDMoNT NATURAL GAS CQ 
Long-Term Debt 
Short-Term Debt 
Preferred Stock 
C o r n  Equity 

Total Capital 

SOUTH JERSFY INDUSTRIES INC 
Long-Term Debt 
Short-Term Debt 
Preferred Stock 
C o m n  Equity 

Total Capital 

MCLEDE GROUP INC 

PEOPLFS ENERGY CORP 

m L  HOLDINGS INC 
Long-Term Debt 
ShG-Term Debt 
Preferred Stock 
C o r n  Equity 

Total Capital 

SOUTHWFST GAS COR P 
LongTerm Debt 
Short-Term Debt 
Preferred Stock 
C o m n  Equity 

Total Capital 

$1,623.00 
334.00 
36.00 

$3.378.00 

$867.22 
0.00 
0.00 

lJxu§ 
$ !  

$142.90 
33.50 
0.00 

$294.91 

$405.48 
71.38 
1.11 

iI552z 
ts33.88 

I 

$343.62 
259.70 

0.00 

$1.071.24 

$499.03 
102.50 

0.00 
E!!zQ%z 

$1.170.04 

$897.38 
55.63 
0.00 

!mQB 
$1.823.09 

$660.00 
109.50 

0.00 
854.90 

51.624.40 

$334.26 
92.30 
1.92 w 

m2J22 

$650.80 
95.63 
28.17 

mA2 
$1.628.03 

$1,292.76 
100.00 

0.00 w 
$2.098.43 

2003 

$1,033.10 
306.40 

0.00 
M2!2 

p.284.ao 

$873.26 
118.60 

0.00 
857.52 

$1 ,849.38 

$164.93 
3.80 
0.00 

112.56 

$304.63 
218.20 

1.26 
299.07 

5823.16 

$260.35 
185.80 

0.00 

$865.09 

$500.32 
85.20 
0.00 

$1 .OS184 

$744.35 
207.95 

0.00 
&!&!a 

$1.800.29 

$462.00 
555.06 

0.00 

$1.647.25 

$314.05 
112.80 

1.69 
297.96 s 

$648.83 
166.66 
28.17 
!m22 

$1.661.88 

$1,227.60 
52.00 
0.00 

afuz 
$1.910.07 

2002 

$1,024.20 
386.60 

0.00 
710.10 

$2.122.90 

$692.44 
145.79 

0.00 

$1.411.47 

$164.93 
0.00 
0.00 

114.18 a 

$284.55 
161.67 

127 

5733.25 

$397.57 
59.90 
0.30 

361.45 

$465.95 
69.80 
8.25 

483.10 
$1.027.10 

$644.01 
287.87 

0.00 
B!Xz 

$1.738.21 

$509.00 
46.50 
0.00 

E!m2!2 
$1.145.10 

$283.71 
166.50 

1.69 

5689.69 

$710.35 
90.87 
28.17 
766.40 

$1.595.79 

$1.160.85 
53.00 
0.00 

596.17 
$1.810.02 

2001 

$1,109.90 
303.40 

0.00 
671.40 

$2.084.70 

$713.09 
201.25 

0.00 
583.86 

$1.498.21 

$125.00 
40.00 
0.00 

121.63 
486.63 

$284.46 
117.05 

I .59 

$354.33 
85.80 
0.30 

352.07 

$418.38 
108.29 
34.00 

4 B S  
$1.028.83 

$744.31 
507.45 

0.00 

$2.057.28 

$51 1 .OO 
32.00 
0.00 

51.103.38 

$303.98 
152.36 

1.69 
220.29 

$632.55 
134.05 
28.17 

ma 
$1,583.03 

$1,163.99 
93.00 
0.00 

$1.81 8.1 9 

2000 

$684.30 
141.20 

0.00 

$1.446.40 

$380.76 
250.05 

0.00 
392.47 

, $1.023.28 

$125.00 
1.50 
0.06 

t245.72 

$234.41 
127.00 

1.76 
282.99 

$292.02 
43.30 
0.40 

328.13 
sb663.85 

$420.79 
56.26 
34.75 
452.31 

5964..11 

$419.66 
568.22 

0.00 
777.08 

$1.764.96 

$483.00 
99.50 
0.00 

521z 
$1.109.87 

$251.86 
121.20 

I B O  

5576.60 

$561.24 
161.42 
28.17 

711.50 
$1.462.34 

$964.56 
131.00 

0.00 
533.47 

$1.629.02 

Source of Information: Standard & Poor's Compustat Services, Inc., PC Plus I Research Insight Data Base 
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SOUTHWEST GAS CORPORATION 

(Dollars and Shares in Thousands) 
COMMON STOCK ISSUANCES 1994-2005 

Shares Shares Proceeds 
Line No. Year Outstanding Issued ($OOols) Line No. 

(a) (b) (c) (d) 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 

1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 
2001 
2002 
2003 

20,997 
21,282 
24,467 
26,733 
27,387 
30,410 
30,985 
31,710 
32,493 
33,289 
34,232 

285 
3,185 
2,266 

654 
3,023 

575 
725 
783 
796 
943 

$ 4,773 
. 44,985 

38,767 
12,205 
67,180 
14,997 
15,595 
17,061 
18,174 
21,290 

i 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 

12 2004 36,794 2,562 58,679 12 
13 Total 15,797 $ 31 3,706 13 

14 2005[ 1 ] 38,264 1,470 $ 35,560 14 

15 Grand Total 17,267 $ 349,266 15 

[I] As of June 30, 2005. 

Rebuttal Exhibit NO.-(TWd)  


	Broad Overview
	Major Reasons and Underlying Causes for the Deficiencies
	I Decline in Residential Consumption
	and Maintenance Expense
	Cost of Capital
	IV Injuries and Damages


	Southwest's Inability To Earn Its Authorized Rate of Return
	Operation 1994 through August

	Rate Case Adjustments
	Injuries and Damages Expense
	Management Program (TRIMP)
	Adjustment No 21 Light Rail

	Line Extension Policy and Practices
	Pipe Replacement Costs
	(Agreement) in Docket No U-1551-93-272
	I1 Circumstances Preceding Agreement (History)
	I11 Southwest Proposal
	A Aldyl A
	B ABS
	C 1960s Steel
	D Aldyl HD
	IV Pipe Disallowance Percentages
	Leak Survey and Repair


	9.13 $ 43,413,150 $ 37,100,000 $
	(1 4,7
	10
	11
	(RAM-l)Sh
	INTRODUCTION/BACKGROUND
	SUPPLEMENTAL EXECUTIVE RETIREMENT PROGRAM (SERP)
	MANAGEMENT INCENTIVE PLAN (MIP)
	TRANSMISSION INTEGRITY MANAGEMENT PROGRAM (TRIMP)
	PIPE REPLACEMENT PROGRAM
	INJURIES AND DAMAGES
	ROBERT A MASHAS

	INTRODUCTION/BACKGROUND
	SUPPLEMENTAL EXECUTIVE RETIREMENT PROGRAM (SERP)
	MANAGEMENT INCENTIVE PLAN (MIP)
	TRANSMISSION INTEGRITY MANAGEMENT PROGRAM (TRIMP)
	PIPE REPLACEMENT PROGR AM
	INJURIES AND DAMAGES
	RESULTS AND DECLINING AVERAGE USE


	SUMMARY
	B Capital Structure
	C Common Equity Cost Rate
	D RealityCheck
	E Conclusion

	GENERAL PRINCIPLES
	BUSINESS RISK
	FINANCIAL RISK
	SOUTHWEST GAS CORPORATION
	PROXY GROUPS
	CAPITAL STRUCTURE
	COMMON EQUITY COST RATE MODELS
	The Efficient Market Hypothesis (EMH)
	Discounted Cash Now Model (DCF)
	1 Theoretical Basis
	Cost Rate to a Book Value Rate Base
	3 Constant Growth Model
	Application of the DCF Model
	Dividend Yield
	Discrete Adjustment of Dividend Yield
	DCFGrowthRates
	Conclusion of DCF Cost Rate
	The Risk Premium Model WM)
	1 Theoretical Basis
	Estimation of Expected Bond Yield
	Estimation of the Equity Risk Premium
	Conclusion of RPM Cost Rates
	Equity Risk Premium

	The Capital Asset Pricing Model (CAPM)
	1 Theoretical Basis
	2 Risk-Free Rate of Return
	3 Market Equity Risk Premium
	Conclusion of CAPM Cost Rates

	The Comparable Earnings Model (CEM)
	1 Theoretical Basis
	2 Application of the CEM
	Selection of Market-Based Companies of Similar Risk
	Conclusion of CEM Cost Rates



	CONCLUSION OF COMMON EQUITY COST RATE
	and Consideration of All Risks

	XI REALITY CHECK
	I PURPOSE
	I1 SUMMARY
	I11 COMMON EQUITY COST RATE
	Primary Methodology
	and Returns on Book Equity
	In the DCF Model by Messrs Hill and Rigsby
	Messrs Hill and Rigsby™s Capital Asset Pricing Model
	Interest Coverage

	Additional Comments on Mr Hill™s Direct Testimony

	COMPANY TESTIMONY
	Response to Mr Hill™s Comments

	IMPLICATION ON THE COST OF COMMON EQUITY


